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Match up the people and the horns 


Tue First Two, of course, are very easy. 

The sea captain (1) goes with Cape Horn 
(2); and the musician (2) with the French 
horn (3). 

That leaves the Average American (3) 
matched up with the Horn of Plenty (1). 

As such an American, you’d like that to 
be true, wouldn’t you? 

It can be—and will be—for millions of 
Americans who, today, are putting money 
regularly into U. S. Savings Bonds. 

In ten years, as the Bonds mature, these 
millions will find that they have truly 
created a Horn of Plenty for themselves! 


Automatic saving 
U.S. Savings Bonds 


(It may mean money to you!) 


For they’ll get back $4.00 for every $3.01 
they’re putting in today! 

There are now two easy, automatic way: 
to buy U. S. Savings Bonds regularly. 


The Payroll Savings Plan for men ani 
women on payrolls; the Bond-A- Monti 
Plan for those not on payrolls but wh 
have a bank checking account. 


If you’re not on one of these plans, ge 
started today. Your employer or banker wi 
give you all the details. 


Let U. S. Savings Bonds fill up your pe: 
sonal Horn of Plenty .. . for the years ti 
come! 


is sure saving... 
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Not a chance...! 


A McBee man can show you where 
and how McBee methods may help 
with your problems. Call any office, or 
write New York direct. 


Kala would be a handy girl to have 
in an office! But she went to India to 
take up religious work, a few thousand 
years back. You'll have to get along with 
the two-handed kind... 


“There are ways, though, of helping 
two-handed girls work more efficiently 
—give them McBee Keysort. Keyed 
cards contain as much or little variety 
of data as is wanted, for a single or 
several purposes and départments... 
can be sorted, easily and quickly, by 
classifications or combinations. Keysort 
is used by thousands of firms to arrive 
at results with less work in less time. 
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Remington Rand bookkeeping machines 


reduce payroll 
administrative costs 


for modern business 


58,000,000 workers in American industry today neces- 






sitate miined and mechanized payroll accounting 
for effici nistration. Whatever the size of your 
payroll, deductions for social security, withholding 


taxes, pension plans or insurance premiums mean that 
your payroll procedure must be accurate, fast, infor- 
mational and controlled. 


Remington Rand bookkeeping machines provide 
the special features to solve your payroll problems. 
Every form you require—payroll register, statement, 
pay check or envelope, individual earnings record, etc., 
is prepared at one operation. 


Individual, adjustable registers accumulate each 
deduction separately. Cross computing registers 
compute and print the net pay automatically. Completely 
electrified alphabet, numeral and operating keys speed 
each operation. Checks are numbered, dated and 
“‘protected’’ automatically ! 


Let your Remington Rand specialist show you how 
this machine works on your payrolls. Write to Remington 
Rand Inc., Adding-Bookkeeping-Calculating Machines 
Division, Dept. NY-2, 315 Fourth Ave., New York 10, N.Y. 
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Whatever your size... 


200 employees or 20,000 . . . complete electrification 
and balances computed and printed automatically are ‘ust two of the many 


Remington Rand features to help you eliminate waste effort in | 
your payroll administration—give you extra facts and figures j 
for departmental and management control. 
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What to Do When You Have A Fraud 


Case to Present for Your Client 


By Borts KostELaNnetz, C.P.A. 


OME seven years ago | had an oppor- 
tunity to address a small group of 
distinguished tax men at a downtown 
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restaurant on the subject of income tax 
frauds and evasion. To my amazement, 
after the end of the talk I learned that, 
with but one or two exceptions, the 
members of that fairly representative 
group of tax men had never had any- 
thing to do with a tax fraud case. If 
that group were to gather together 
again today, I am quite sure that most 
of them would have had some intensive 
experience in this field, acquired since 
1940. There is, of course, a good reason 
for this change. 

When I first came to the United 
States Attorney’s office in 1937, tax 
rates were relatively low and prosecu- 
tions were directed in a large measure 
against untaxpaid profits of illegal 
enterprises. The publicized criminal 
arm of the government in the field of 
tax evasion was principally felt then 
among gangsters, bootleggers, corrupt 
politicians, abortionists, and other illicit 
gentry. It is true that from time to 
time a business man was brought to 
book, but with a few exceptions, a sus- 
pended sentence or a thirty-day term 
received by a business man did not 
come to the public’s notice and atten- 
tion. 

The war changed this. High taxes, 
currency transactions encouraged by 
black markets, and a possible looseness 
in business morality have created dif- 
ferent problems in both the fiscal affairs 
of the government and in the adminis- 
tration of the penal sanctions of the 
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Revenue Code. Cheating the govern- 
ment in war years became distinctly 
unpopular. In the minds of millions of 
little and big honest taxpayers, who 
shouldered without question their share 
of the financial burden of supporting 
the government, such cheating was 
viewed as an effort by the evader to 
burden other citizens with the tax 
which the evader should properly pay. 
As a reflection of this change of atti- 
tude, in recent cases the courts have 
imposed upon business men substantial 
prison sentences, in some districts run- 
ning up to five years. These business 
men were otherwise reputable; their 
unreported income was derived from 
lawful activities, and their sole anti- 
social conduct was that of income tax 
evasion. 

I mention this background to make 
you appreciate that when a client comes 
to you with a fraud case, irrespective 
of its ultimate merits, you are in on 
the unpopular side of the argument. 

It should also be noted that on the 
prosecution side of the ledger, the gov- 
ernment’s action is not limited to the 
taxpayer alone because criminal charges 
may include any person who attempts 
in any manner to evade any tax with- 
out regard to whether the particular 
person charged is under a duty to file 
the return. Thus, corporate officers and 
employees have been charged with 
attempting to evade and defeat the 
payment of a corporation’s taxes. 
Accountants and bookkeepers have 
been included as co-defendants with 
taxpayers. All in all, tax evasion, once 
considered a fairly technical violation, 
has lost that character entirely and is 
now regarded as a serious crime. 

In addition, you must also realize 
that even if there is no criminal charge, 
the civil consequences of tax frauds are 
frequently a matter of financial life or 
death because if the taxpayer is in a 
high bracket, a 50% fraud penalty often 
means complete financial ruin. 

A criminal tax case begins when the 

3ureau of Internal Revenue gets infor- 
mation from someone that a taxpayer 
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has not been paying the proper amount 
of tax. The information necessarily 
comes either from some member of the 
public or from a government investi- 
gator. Obvious sources of information 
are routine investigations by Internal 
Revenue Agents and Deputy Collec- 
tors. When they arrive at a suspicion 
of fraud, it is their duty to communicate 
immediately with the local office of the 
Intelligence Unit of the Bureau of 
Internal Revenue. Other sources of 
information are active reviews by gov- 
ernment agents of government and 
commercial records. For instance, the 
contents of government files dealing 
with OPA violations, records of check 
cashing concerns, records of purchases 
of expensive items with currency all 
contribute to the Bureau’s total infor- 
mation concerning possible frauds. In 
addition, the Bureau is in constant 
receipt of tips from informers who 
make their complaints anonymously or 
who identify themselves. The informers 
are business associates, social competi- 
tors, disgruntled employees, unhappy 
wives, informers who seek a reward, 
and even some informers who are con- 
cerned solely with law observance. 
These tips and leads have poured into 
the Treasury Department at the rate 
of about 40,000 per year. 


In attempting to cover my subject, 
I find it impossible to discuss with you 
certain basic topics, such as tax avoid- 
ance as distinguished from evasion, de- 
tails of administrative procedure in tax 
evasion cases, civil and criminal penal- 
ties applicable to tax frauds, etc. Most of 
these topics are already known to you, 
and in any event, are fully available in 
tax services and in a number of excel- 
lent magazine articles which have ap- 
peared during the past two years. My 
text tonight is limited to what you are 
to do in the light of established law and 
procedures when a client comes to you 
with a fraud case. 

Unlike investigations of other viola- 
tions, it is almost impossible for a 
taxpayer not to be aware of the fact 
that he is being investigated, and I 
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What to Do When You Have a Fraud Case to Present for Your Client 


shall assume for the purposes of this 
discussion that on learning of an inves- 
tigation the taxpayer for the first time 
approaches an accountant for advice 
as to what he should do. In many 
respects, decisions of this early period 
of an investigation can predetermine its 
ultimate course. The wisdom or the 
unwisdom of the decisions made at this 
time will ordinarily be reflected in de- 
velopments which occur many months 
or even years later. 

To repeat, our topic is “What to do 
when you have a fraud case to present 
for your client.” The topic is a bit 
equivocal since you cannot readily tell 
whether the “client” referred to was 
your client at the time of the happen- 
ings of the alleged frauds. If that be 
the case, the accountant, to whom are 
revealed irregularities in tax matters 
which occurred during the period of 
his engagement—and, of course, which 
irregularities were unknown to him— 
should seriously consider stepping out 
or, by way of minimum precaution, he 
should consider bringing other counsel 
into the picture. The reasons are appar- 
ent: He himself may be suspected of 
complicity by the Bureau, conflicts of 
interest between accountant and client 
may develop, and occassionally an 
unscrupulous client may make unwar- 
ranted charges that he has been mis- 
guided by the accountant. 


Assuming that a client, who has not 
been your client during the period of 
alleged irregularities, comes to you for 
advice in the case, I must say with all 
the emphasis possible, and with apol- 
ogies to the Bercu controversy, in which 
I am neutral, by all means get a lawyer 
to associate with you in representing 
the client. 

There are several reasons for my 
emphasis. The most obvious reason is 
that the client is immediately beset with 
problems which relate to the Fourth 
and Fifth Amendments of the Consti- 
tution. The amendments deal with 
fundamental legal rights and privileges, 
such as the right to be secure against 
unreasonable searches and seizures and 
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the privilege against self-incrimination. 
These rights, while clearly worded in 
the Constitution, have been the subject 
of difficult and complicated interpreta- 
tions by the courts. Judges and lawyers 
make no claim to knowing all the an- 
swers to all the propositions which may 
arise in this branch of constitutional 
law. Accordingly, you, as accountants, 
must not advise your clients in it. 
Another, and a most practical reason 
for the presence of counsel, is the im- 
mediate problem of getting the client 
to tell you the truth concerning the 
facts. When a client tells the facts to 
an accountant, it is not a privileged 
communication and an accountant may 
be forced to testify concerning what 
a client revealed to him. Statements 
made to a lawyer, however, for reasons 
of public policy, which go back to an- 
cient times, are absolutely privileged, 
and such confidences are inviolate and 
secure forever unless later revealed by 
or at the instance of the client. Clients 
are, therefore, more apt to rely on the 
absolute privilege in telling their lawyer 
the truth. 


The first step is to sit down with 
your client, subject to my views con- 
cerning counsel, and get him to tell 
you everything he knows. In so far as 
it is possible, the client should be made 
to substantiate everything that he tells 
you. Get the details minutely. It is nor- 
mal and natural for clients who seek 
your services to tell you at the outset 
only their side of the story and they 
will conceal facts or circumstances 
unfavorable to them until some later 
period when you are well in the case. 
There are very few things in a case 
which can do you as much harm as a 
situation to which many of us have 
been exposed, where either in a confer- 
ence or in a trial it is revealed that in 
addition to other. things your client 
bought say $50,000 worth of Treasury 
bonds with currency. Your client will 
say, when questioned by you, that he 
just happened-to forget that incident. 
That kind of thing just isn’t good for 
you, nor is it good for your client. 
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The point of all this is that the tax- 
payer’s representatives must be as well 
and even better informed than the gov- 
ernment concerning the taxpayer’s af- 
fairs. After all, there is an advantage 
in being on the taxpayer’s side. The 
taxpayer should know all the facts. The 
government agents have to work from 
an outer periphery of information to 
get to the core, and this is very much 
more difficult. 

The first decision upon the revelation 
of a fraud must be made quickly. That 
decision answers the obvious question : 
Is there still time to make a voluntary 
disclosure and how is such a disclosure 
to be made? The topic of voluntary dis- 

closure deserves digression in our dis- 
cussion and may well be considered at 
this time. 

Once upon a time a voluntary dis- 
closure had fairly well defined boun- 
daries. For instance, generally: 

1. A disclosure had to be voluntary and 
made =. an investigation had been 
initiated ; 

2. It had to be a complete disclosure; 

3. The taxpayer had to cooperate with 
the government in the subsequent investi- 
gation; and 

4. He had to be willing to pay the tax 
and penalties. 

With that kind of a record, a volun- 
tary disclosure in due course was inves- 
tig gated and, together with all the perti- 
nent facts concerning the tax liability, 
the taxpayer’s file was eventually closed 
without prosecution. Certain statements 
of Chief Justice Vinson, the then Secre- 
tary of the Treasury, and particularly 
statements contained in an address 
made by former Chief Counsel J. P. 
Wenchel of the Bureau of Internal Rev- 
enue at a meeting in this city on May 
14, 1947, have changed this picture. It 
is very likely that the change was 
brought about by the then too strict 
interpretation of the voluntary dis- 
closure doctrine in that in former days 
any information, activated or not, con- 
tained in the files of the Bureau was 
regarded as the beginning of an inves- 
tigation. Accordingly, disclosures were 
then frequently considered involuntary. 

In his talk last May, former Chief 
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Counsel J. P. Wenchel defined a volun- 
tary disclosure as follows: 

“A voluntary disclosure occurs when a 
taxpayer of his own free will and accord, 
and before any investigation is initiated, 
discloses fraud upon the government.” 


Then Mr. Wenchel stated how the 
disclosure is to be made. He said, 


“The making of a voluntary disclosure is 
a simple thing. The taxpayer or his legal 
agent can go before any official of the 
Bureau of Internal Revenue or any of its 
field offices—whether it is the Collector, a 
Deputy Collector, a Revenue Agent, a Spe- 
cial Agent, or any other responsible Treas- 
ury officer. There is no special form for 
making the disclosure. The simple state- 
ment that ‘I have filed false tax returns and 
I want to make the government whole,’ 
would constitute a complete disclosure. Of 
course, it is usually best to present. an 
amended return or other written document 
as evidence of the disclosure. If possible, 
the disclosure should be accompanied by 
payment of the tax which is known to be 
due, but this is not a prerequisite.’ 


Under the prescriptions contained in 
this address, the Bureau had taken a 
position which on its face is most liberal 
to the taxpayers as to the method and 
manner of making the disclosure. Par- 
ticularly, vou will notice that there is 
no mention of the other three of the 
former four prerequisites, namely: 

1. Full and complete disclosure; 

2. Offer to cooperate ; ; 

3. Willingness to pay the entire amount 
of tax due. 


And yet in almost the same breath 
as we shall see, the Bureau limits 
severely its definition of when is an 
investigation initiated. The statement 
reads: 

“Now we have said that in order to be 
considered voluntary, a disclosure must be 
made before we have initiated an investiga- 
tion in the case. Therefore, it is essential 
that we define ‘the initiation of an investi- 
gation.’ 

‘The mere record of a name does not 
mean that an investigation has been initi- 
ated. The fact is that examining officers 
throughout the country have thousands of 
names or possible leads. To deny the exist- 
ence of a voluntary disclosure merely 
because we have a name, would be com- 
parable to regarding the telephone book as 
a dossier of tax evaders. 

“An investigation is initiated when a 
Special Agent, an Internal Revenue Agent, 
a Deputy Collector, or other Bureau officer, 
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What to Do When You Have a Fraud Case to Present for your Client 


is assigned a return for examination, or 
where an investigating officer has requested 
advice of appropriate officers of the Bureau 
with respect to the filing of a return or the 
payment of taxes.’ 


Speaking only for myself, I am of 
the opinion that despite the unques- 
tioned good motives of a very wise 
Chief Counsel, his definition of the 
initiation of an investigation has not 
served to simplify or clarify the previ- 
ous uncertainties which vexed the prac- 
titioner. If the Bureau has opened the 
door as to the manner of making the 
disclosure, it has seemingly closed that 
same door by effectively prohibiting a 
voluntary disclosure at a time when an 
agent is making an examination and the 
bona fideness of the return is not in 
issue. It has effectively prohibited a 
voluntary disclosure when a return has 
been assigned to an agent for an ex- 
amination where it is merely resting in 
his file. In greater New York about 
1,000 Revenue Agents, I am informed, 
have an average case load of fifty cases. 
Deputy Collectors have many more 
cases in their files. Conceivably, as 
many as 50,000 persons in New York 
are not in a position to make voluntary 
disclosures during a period when the 
return is checked out to an agent for 
investigation. No matter how desirous 
your taxpayer may be to make a volun- 
tary disclosure, his willingness has to 
be frozen or tolled until such time as 
the agents get off his premises, file their 
report, and close his case. It is my 
view that this interpretation is much 
too narrow and cannot be reconciled 
with the fiscal policies of the govern- 
ment which make the voluntary dis- 
closure doctrine desirable in the first 
ig 

In addition, there are “twilight cases” 
which involve what the Bureau would 
call an ‘‘activated lead.” This usually 
comes about by an agent making a 
collateral check of individuals other 
than the taxpayer and finding some 
evidence of fraud. Before the agent has 
had an opportunity to request the re- 
turn, the individual checked resolves to 
make a voluntary disclosure. While I 
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do not believe an agreement on this 
procedure has as yet been reached, the 
informal present consensus seems to be 
that his efforts do not constitute a 
voluntary disclosure. 

There is one part of Mr. Wenchel’s 
speech with which I think all of us are 
in complete agreement. He said, 

“The time of disclosure and the time an 
investigation begins are, therefore, matters 
which can be ascertained with complete 
objectivity and certainty, thus protecting 
both the government and the taxpayer from 
decisions based on guesswork or other 
vague circumstances. To assure adherence 
to this principle, the Bureau stands ready 
at all times where a dispute may arise as 
to the time of a disclosure and the time 
an investigation was initiated to open its 
records in that regard.” 


It cannot be said that the present 
posture of the voluntary disclosure pol- 
icy is satisfactory. It has created diffi- 
cult working problems, both for the 
Treasury and for the practitioner, and 
it is difficult to see what will happen 
next. However, since taxpayers and 
practitioners do not make up Treasury 
policies, the next step is necessarily up 
to the Treasury. 

And before I leave this topic, may I 
stress with all emphasis possible—to 
transpose the signs in your theatres— 
if a voluntary disclosure is in order, 
“Run, don’t walk,” to the nearest office 
of the Treasury Department. Voluntary 
disclosures may sometimes be a matter 
of minutes. State the time of the day 
to the official who first hears you. Note 
it in your files. You may be sure he will 
do the same in his. 

Let us assume that voluntary dis- 
closure is not applicable to your facts 
or that an attempt to make such a dis- 
closure is unsuccessful. Again the solu- 
tion to the next problem in the early 
stage of the investigation may well de- 
termine the final decision as to prose- 
cution. The problem will come up this 
way. It is almost inevitable that a tax- 
payer will be invited to produce his 
books and to explain items which are 
alleged to be fraudulent. A critical deci- 
sion will then have to be made as to 
his stand. 
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Under our form of government, save 
for corporate defendants, one who is 
accused of crime is not required to fur- 
nish evidence against himself. 

The answer to the problem depends 
upon three groups of factual possi- 
bilities and you must determine by the 


facts in which group your client be- 
longs. 


First, assume the state of facts where 
the taxpayer is clearly innocent of any 
fraud. Then advise him by all means 
that he must cooperate to the fullest 
extent with the investigation. 

Second, assume that you have a tax- 
payer who is confessedly guilty beyond 
all doubt, then you have a more difficult 
problem. There is no necessity for co- 
operation on the part of that type of 
client unless the client resolves in his 
own mind that he is so clearly guilty 
that he may as well, by way of mitiga- 
tion, leave a trail of cooperation rather 
than one of controversy with the Bu- 
reau. It is hardly the function of a tax- 
payer's counsel to dissuade the indi- 
vidual who falls into this group from 
voluntarily making admissions against 
himself. It is, however, the clear duty 
of counsel to advise the taxpayer of all 
his rights, to see to it that the client 
understands those right before any 
irrevocable steps are made. 

Third, assume that you have the most 
frequent of the three groups of cases, 
the case where the distinctions are nar- 
row, where it appears that your client 
may be somewhat right and somewhat 
wrong. It is on this state of facts that 
no general answer can be given. The 
constitutional privilege against self- 
incrimination may be waived before in- 
dictment or trial, and a decision to 
waive the privilege must be an informed 
decision. The decision just cannot be 
made haphazardly and certainly it can- 
not be the result of inadvertence. There 
are, of course, close cases when full 
cooperation with the government’s 
agents should tip the scales in favor of 
of a decision by the government not 
to prosecute. There are cases when co- 
operation in and of itself may place 
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you in a position where you can bargain 
effectively for your client. In other, and 
perhaps infrequent situations, there are 
cases where taxpayers have helped to 
make fraud cases against themselves by 
their own admissions where otherwise 
successful prosecution would have been 
difficult if not impossible. Each case 
really has to be decided on its own 
facts and it is unfortunate that the de- 
cision is frequently made doubly diffi- 
cult by the reluctance of the taxpayer 
in the early stages of an investigation 
to suppiy all the facts. 

Parenthetically, I do not mean to 
imply in any sense that in what I called 
border-line cases the taxpayer is neces- 
sarily guilty of tax evasion. Revenue 
men, as well as tax practitioners, are 
sometimes fallible in their estimate of 
a case, And I believe it to be a fact 
that many business men who have 
bought and sold merchandise in the 
black market, without thoughts of cheat- 
ing the revenue, are now suspiciously 
entangled in a web of currency trans- 
actions and in a chain of events which 
circumstantially point to tax evasion. 

After you have received your prelim- 
inary facts from your client, the next 
step requires you to do exactly what 
the government’s investigators do in 
working up their case—and a little 
more. If they are relying on bank de- 
posits which are unrecorded in the gen- 
eral books of account for their case, you 
too must go to the banks and get deposit 
tickets and recordak records to conduct 
your study. If they are questioning 
legitimacy of deductions, you must not 
only go over the same ground but in 
addition, you must check to see if th 
taxpayer has failed to claim deductions 
sufficiently substantial as to leave an 
inference that the irregularities in the 
return are attributable to ignorance 
rather than fraud. It is to 
enumerate all the possible techniques. 
They depend entirely on the circum- 
stances of each case, and while some 
cases tend to run to a pattern, each case 
is sufficiently individual to require the 
greatest amount of concentrated ac- 
counting skill. 
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What to Do When You Have a Fraud Case to Present for your Client 


The work of the accountant in this 
hase of vestigation is difficu 
pl of the investigation lifficult 
and tedious. Without it, however, it 

improbable that extempo- 
raneous resources alone at a conference 
or at a trial would ever help your client. 


is most 


Assuming that the Special Agent 
recommends prosecution, the case starts 
a circuitous route. His recommendation 
is reviewed at least a half a dozen times; 
first, by the Special Agent in charge 
of his office, then by the Regional. Office 
of the Penal Division of the Chief 
Counsel’s Office (where there is a Re- 
gional Office, and in New York we have 
one at 253 Broadway), then by an 
attorney in the Penal Division in Wash- 
ington, then by the head of the Penal 
Division, the Chief Counsel and even 
by the Commissioner of Internal Rev- 
enue. If the recommendation for prose- 
cution is approved all along the line, 
the file is forwarded to the Tax Divi- 
sion of the Department of Justice in 
Washington, and it is again reviewed, 
appraised and reanalyzed, and if a deci- 
sion is made to prosecute, the case is 
referred to the appropriate United 
States Attorney. If he concurs, the case 
is then presented to the grand jury. 
If the grand jury votes an indictment, 
the taxpayer, who has now become a 
defendant, either pleads guilty or stands 
trial. 

At practically all the stages through 
which the case passes, conferences are 
freely given to taxpayers and to their 
representatives. While some of the con- 
ferences, particularly those in the Penal 
Division, may seem to be somewhat uni- 
lateral in that the taxpayer’s represen- 
tatives do the talking,while the govern- 
ment attorneys do the listening, it is not 
true that each stage is merely a rubber 
stamp for the prior one. It is a fact 
that a large percentage of cases are 
rejected for prosecution at each level, 
and the lawyer and the accountant who 
have proper defenses owe a positive 


duty to their client to present the 


merits of the defenses before each and 
every office which gives consideration 
to the matter. 
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when you come 
defense of a man 
charged with crime, the problem is 
essentially legal. The lawyer in the 
case must necessarily become the pre- 
dominant defense personality and the 
accountant has to take the secondary 
role in the preparation of the case. 
Whatever the public or possibly certain 
practitioners abstractly think of defend- 
ing criminal cases, it is important for 
the lawyer and for his associates to get 
into a frame of mind which permits 
no doubts of their duties and responsi- 
bilities. The pertinent canon of the 
Canons of Ethics of the American Bar 
Association states: 


In this connection, 
to the actual 


“It is the right of the lawyer to undertake 
the defense of a person accused of crime, 
regardless of his personal opinion as to the 
guilt of the accused; otherwise innocent 
persons, victims only of suspicious circum- 
stances, might be denied proper defense. 
Having undertaken such defense, the law- 
yer is bound, by all fair and honorable 
means, to present every defense that the 
law of the land permits, to the end that no 
person may be deprived of life or liberty, 
but by due process of law.” 


Accordingly, you must appreciate 
that under our system of law, the de- 
fendant has an absolute right to be 
represented by counsel who is on his 
side just as the prosecution has a right 
to be represented by an attorney who 
is on its side. 

Secondly, your personal opinion, or 
that of other lawyers, has nothing 
whatever to do with the charge. If it 
did, defendants would be tried by law- 
yers. Under our process of law, based 
upon the wisdom of experience, persons 
accused of crime are tried by courts 
and juries and not by lawyers and, 
again, due process includes a lawyer 
on the side of the accused. 


Thirdly, you must see to it that the 
law is complied with and that you must 
by all fair and honorable means pre- 
sent every defense that the law permits. 

I must most earnestly stress the vigor 
with which you must proceed in crim- 
inal fraud cases. As a rule, in civil 
disputes someone becomes richer or 
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poorer, and that’s about all. In criminal 
fraud cases, it can happen that some- 
one may go to jail solely because proper 
attention has not been given to his af- 
fairs. If cooperation is appropriate, pro- 
vide utmost cooperation ; cater to every 
wish and whim of government investi- 
gators. If constitutional rights are to 
be exercised, be firm and polite in ex- 
plaining to the agents your position, 
without necessarily making the case a 
“challenge” to the agents. If a contest 
is indicated, you must lay aside even 
the affairs of good paying clients be- 
cause the responsibility to an individual 
who regards you and his lawyer as the 
only thing standing between him and 
jail is greater than the responsibility 


to one concerned solely with making 
a little more or a little less money. 

In conclusion, the defense of a fraud 
case is a worrisome, difficult matter. 
Again, unlike civil disputes, you are 
bound to carry the problems of your 
client with you when you leave your 
office. You will worry about them at 
home. It takes the strongest of minds 
and perhaps the most calloused of con- 
sciences not to suffer to some extent 
with your client on each and every ad- 
verse ruling. On the other hand, you 
are not dealing with cold mathematical 
abstractions. You are dealing with 
human beings, their joys and their sor- 
rows, their successes and their frailties. 
It is an interesting field and as such 
I commend it to you. 


—S 





WHAT DOES AN AUDITOR’S “CERTIFICATE” MEAN? 


Balance-sheets and income statements submitted as a basis for credit, or in reports to 
stockholders, are commonly audited by independent certified public accountants. The “cer- 
tificate” or report of the accountants precedes or follows the financial statements. It tells 
briefly what the auditor did and gives his opinion as to whether the financial statements fairly 
present the financial position and results of operations of the concern for the period under 
review. 

+ * + 

The certified public accountant’s opinion is far from being merely a wild guess. It is 
the opinion 

a) of an expert in accounting and auditing, who 

b) is independent of the management, and 

c) is professionally responsible for what he says. 


This opinion 

d) is based on adequate examination of the facts, and 

e) is a report on the concern’s use of generally accepted accounting principles, consist- 
ently maintained. 


—Excerpts from the pamphlet issued by the American Institute of Account- 
ants for persons relying on the information in financial statements. 
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The Taxation of Transactions in 
Foreign Currencies 


By Stoney I. Roserts, C.P.A. 


HE economic, political and social 

forces which have thrust this 
country into its important role in world 
affairs, demand that we accountants, 
too, enlarge our horizons to internation- 
al scope. 

Accelerated transportation of men 
and materials, which serve to reduce 
the barriers of space and time ; contacts 
made by servicemen with foreign coun- 
tries and awarenesses they may have 
gained of opportunities therein ; the far- 
flung disposition of our merchandise 
and manufactured products throughout 
he world; the necessity for reconstruc- 
tion of devastated areas and the need 
of American capital for that purpose ; 
the efforts of our government to reduce 
the import barriers; all will tend to 
stimulate travel, business and invest- 
ment abroad, bringing for solution un- 
der the federal income tax law new 
problems resulting from transactions 
involving foreign currencies. To this 
add the relocation of displaced persons 
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he went on to the Harvard Law 
School, which awarded him the de- 
gree of LL.B., magna cum laude, and 
membership on the Harvard Law 
Review. Upon his return from the 
U. S. Army, he resumed active prac- 
tice with a prominent firm of 
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a lecture delivered by Mr. Roberts 
on December 9, 1947, for the 1947- 
48 Federal Tax Lecture Series pre- 
sented by the Committee on Federal 
Taxation of our Society. 











in this country (many of whom retain 
interests in their country of origin), 
the governmental management of cur- 
rencies, and the fluctuation in value of 
foreign currencies, resulting from the 
war and its aftermath. It then takes 
no seer to predict that multi-currency 
transactions will assume an expanding 
importance for the accountant. 

Less and less unfamiliar will be the 
situation of a client buying and selling 
goods abroad; investing, lending and 
borrowing in foreign countries; or op- 
erating branches or subsidiaries there. 
This development of foreign trade and 
investments will necessarily increase 
the number and importance of transac- 
tions involving foreign currencies. 

In the interests of our clients, it is 
incumbent upon us to be aware of the 
uncertainties, pitfalls and possible ad- 
vantages in the federal income tax treat- 
ment of foreign currency. In the in- 
terest of the public, it is our duty to 
study, clarify, and develop the subject, 
to resolve uncertainties and remedy 
inequities. 

The need for specialization occurs 
before the specialist is born. The need 
for international accountancy is here. 


I. TRANSACTIONS NOT IN- 
VOLVING THE OPERATION 
OF A FOREIGN BRANCH 


A. Blocked Currencies. 

Indicative of the new importance of 
the subject under consideration is a 
reference to one aspect in the recent 
“Magill” report to the Ways and Means 
Committee of the House of Representa- 
tives.1 It is there recommended that 
the Internal Revenue Code be clari- 
fied, to the extent necessary, to pro- 
vide that foreign income should be in- 
cluded in taxable gross income only 


1 Special Tax Study Committee (Roswell Magill, Chairman), Report to the Ways and 
Means Committee, House of Representatives, November 5, 1947 (1947 P-H Fed. Tax Serv., 


Par. 76,288), Part 1, Par. 30(3). 
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when it can be transmitted to the Unit- 
ed States in dollars. 

This of course is the problem of 
“blocked” currencies—when and in 
what amount shall income earned in 
blocked currencies be included in gross 
income subject to tax. 


1. No rule generally applicable to all 
blocked currencies. 

The economic turbulence of the re- 
cent war and of the problem of re- 
construction which followed in its wake 
introduced an infinite variety of Gov- 
ernmental controls on currencies. As a 
result the treatment of foreign currency 
in the federal income tax law must vary 
with the nature of the currency regula- 
tion in effect at the particular time, as 
it pertains to the particular taxpayer. 
Consequently the position of the Com- 
missioner is that no general ruling can 
be made as to the treatment of income 
received in such restricted or blocked 
currency. ? 

The solution of any problem, then, 
requires, first, a factual analysis of the 
restrictions on the foreign currency in 
question at the relevant time and, sec- 
ond, a comparison of such factual sit- 
uation with the published decisions. 

Here, we will concern ourselves 
solely with a study of the treatment of 
the situations presented in reported de- 
cisions. 

2. Effect of power to convert into 
dollars. 

In the International Mortgage 3 case, 
the Board held that marks received by 
the taxpayer’s agents in Germany were 
not taxable at the time of such receipt 
because the currency regulations pre- 
vented withdrawal of the marks from 


the country. In that case, the currency 
restrictions were so severe that there 
existed in this country no market for 
the blocked marks. 

Suppose, however, the marks are 
blocked but that they may legally be 
transferred to persons desiring to use 
them within the foreign country. In 
such case, there may exist a market 
within the United States for sale of 
blocked currency. In Credit & Invest- 
ment Corp.,* the restrictions permitted 
use of the marks within Germany for 
various purposes. The permitted use 
was sufficiently wide so that the marks 
were quoted in New York, although 
obviously at a figure substantially be- 
low the official rate. The Board held 
that the receipt of such marks resulted 
in taxable income to the extent of the 
value of the blocked currency.§ 

The foregoing cases appear to enun- 
ciate this rule: in order to be subject 
to tax on the receipt of blocked cur- 
rencies, the taxpayer must have the le- 
gal power to convert the foreign cur- 
rency into dollars.6 Unfortunately, a 
subsequent decision casts some doubt on 
the validity of this simple rule. 


3. May blocked currency be taxable 
although not convertible into dol- 
lars? 

The case of Eder v. Commissioner’ 
involved a foreign personal holding 
company in Colombia, South America. 
The Code, you will recall, requires the 
United States shareholder to include in 
his individual return the undistributed 
income of a foreign personal holding 
company. In the Eder case, under a 
decree of the foreign government, the 
undistributed earnings of the foreign 
company could not legally be trans- 


2 Letter to Prentice-Hall, Inc., dated December 17, 1940, signed Timothy C. Mooney, 
Deputy Commissioner by L. K. Sunderlin, Chief of Section, 1940 P-H Fed. Tax Service, 


Par. 66,452. 


3 International Mortgage & Investment Corp., 36 BTA 187 (1937). 

4 Credit & Investment Corp., 47 BTA 673 (1942). 

5 See also United Artists Corp. of Japan, P-H TC Memo. Serv., Par. 44, 210 (1944); 
Stuart, James & Cooke, Inc., P-H BTA Memo. Serv., Par. 38,095 (1938) ; Mim. 5297, 1942-1 


Cum. Bull. 84. 


6 Lassen, Blocked Accounts, 23 Taxes 238 (1945). 
7 Eder v. Commissioner, 138 F. 2d, 27, 43-2 USTC Par. 9519, 31 AFTR 627 (CCA 2, 
1943) ; reversing in part Phanor J. Eder, 47 BTA 235 (1942); on remand, Phanor J. Eder, 


P-H TC Memo, Serv., Par. 44,156 (1944). 
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The Taxation of Transactions in Foreign Currencies 


ferred outside the boundaries of that 
country. Nevertheless, the Tax Court 
held that the undistributed income of 
the foreign corporation was properly 
includible in the gross income of the 
taxpayer, on the ground that the spe- 
cific provisions of the Code pertaining 
to foreign personal holding companies 
prevent application of the rules gener- 
ally applicable to the taxability of for- 
eign income. 

The Tax Court computed the undis- 
tributed net income of the corporation 
at the rate of exchange for free (1.e., 
unblocked) Colombian pesos. On ap- 
peal, the Circuit Court held that the 
valuation of blocked pesos at the rate 
for free pesos was improper. However, 
it agreed that the undistributed income 
was properly includible in the taxpay- 
er’s gross income. Even if the owner 
of blocked pesos could not legally have 
sold them for dollars to persons desir- 
ing to make investments in Colombia, 
there was nothing in the Colombian 
laws to prevent the taxpayer from in- 
vesting or spending the blocked pesos 
in Colombia, thereby receiving ‘“‘eco- 
nomic satisfaction” from such cur- 
rency. 

Because the Eder case involved a for- 
eign personal holding company, it has 
been generally interpreted as not being 
applicable to the ordinary receipt of in- 
come in blocked currency. This as- 
sumption may not be entirely accurate. 

Nothing in the foreign personal hold- 
ing provisions indicates any deviation 
from the general principal that, for 
federal income tax purposes, income 
must be measured in dollars. Despite 
the reliance on foreign personal holding 
company provisions in the Eder opin- 
ions and a later decision “distinguish- 
ing’ that case,’ it is submitted that the 
Eder case may represent a new step in 
the treatment of blocked currencies; 
under certain circumstances, the receipt 
of foreign currency may be taxable in- 
come despite the fact that it cannot be 
converted into dollars. 

The anomaly of restricting the Eder 


case to foreign personal holding com- 
panies and denying its application to 
the ordinary receipt of blocked cur- 
rency may be illustrated as follows: 
Consider the case of a foreign personal 
holding company which earns 2 pesos. 
A dividend is declared of one of the 
pesos earned and credited to a blocked 
account, but the other pesos is retained. 
If the Eder case prescribes a different 
rule for a dividend in blocked currency 
than to undistributed income of such 
blocked currency, the result would be 
that the peso distributed as a dividend 
is nontaxable, but the retained peso is 
taxable. The obvious purpose of the 
statute was to treat similarly the dis- 
tributed and undistributed income of 
foreign personal holding companies. 
On the other hand, the Eder decision 
does not necessarily mean that the mere 
power to reinvest blocked currency 
within a foreign country, without the 
power to convert it into dollars, sub- 
jects the income to federal tax. The 
circumstances of the taxpayer involved 
would appear to have an important 
bearing. Mr. Eder was an attorney 
specializing in Colombian law, who 
spent a substantial portion of his time 
on Colombian affairs and in Colombia. 
Thus, it is submitted, the Eder deci- 
sion may be both wider and narrower 
than it appears. It may be wider in that 
it is not properly confined to the foreign 
personal holding companies. It may be 
narrower in that it is not applicable to 
ordinary citizens not traveling or in- 
vesting extensively abroad, who would 
hardly gain any “economic satisfaction” 
from the blocked currency. Thus, a tax- 
payer who goes abroad and actually 


.expends the blocked currency within 


the foreign country, or one who could 
have spent it but chose instead to spend 
dollars, or one whose investments and 
interest within the foreign country are 
so wide that he would achieve substan- 
tially the same benefit from the power 
to invest blocked currency within the 
foreign country as from dollars, may 
be taxable on the receipt of blocked cur- 


8 United Artists Corp. of Japan, P-H TC Memo. Serv., Par. 44,210 (1944), at p. 44-683. 
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rency even though it is not convertible 
into dollars. However, the Eder deci- 
sion does not, it is submitted, require 
the imposition of a tax on blocked cur- 
rency in the case of the ordinary tax- 
payer with a casual investment in 2 
foreign country unless the blocked cur- 
rency can be converted into cash. 


4. Valuation of blocked currency. 

A corollary to the rule that currency 
blocking may result in no taxable in- 
come is the rule that blocked currency 
should be valued at the rate at which 
the particular taxpayer is able to con- 
vert the currency into dollars. Thus, 
blocked currency is not necessarily to 
be converted at the official or controlled 
rate of exchange, or at the rate of ex- 
change applicable to free currency, or 
at the rate of exchange certified by the 
Federal Reserve Board for customs 
duties.? The question is what amount 
of dollars could the taxpayer have re- 
ceived for the blocked currency at the 
relevant time. Sometimes there exists 
an open market rate for blocked cur- 
rencies, quotations for which are avail- 
able. These may generally be used for 
the conversion rate. Or it may be nec- 
essary to resort to expert testimony. In 
the Eder case, previously discussed, the 
value of the Colombian peso was deter- 
mined by constructing a relative price 
index in the United States and Colom- 
bia on foods and other commodities 
commonly used. 


B. When Is Gain or Loss 
Recognized? 


So much for blocked currency. Next, 
we turn to the question of when gain 
or loss should be recognized on some 
common transactions involving foreign 
currency. In order to prevent any con- 
fusion with your accounting concep- 
tions, keep in mind that we are not dis- 
cussing the operation of a foreign 


91.T. 3568, 1942—2 Cum. Bull. 


branch but transactions of less com- 
plexity and frequency within a foreign 
country. 


1. Buying and selling foreign currency. 

A clear case in which foreign cur- 
rency is treated like any other com- 
modity is that of a “dealer” in foreign 
exchange. Such a taxpayer is in the 
same position as a dealer in other com- 
modities and the same rules applicable 
to other dealers are applicable to him. 
Thus, since his foreign currency repre- 
sents inventory, it may be valued at 
cost, or at the lower of cost or market.!° 

Where the taxpayer is merely a 
trader or investor in foreign exchange, 
the right to inventory is denied.!! Gains 
and losses on foreign currency transac- 
tions of a trader or investor are recog- 
nized only when the foreign currency is 
disposed of. Thus, in P. Cannizarro 
Co.,!2 the taxpayer was engaged in the 
tobacco business catering to the Italian 
trade in this country and required Ital- 
ian lire to finance purchases of tobacco 
in Italy. As a result of unsettled condi- 
tions in Italy, the purchases were not 
made during 1919, and the lire were 
sold in 1920. The Board held that no 
loss was realized on account of the de- 
cline in value of the lire which occurred 
in 1919. The loss was not considered 
realized until 1920 when the lire were 
sold. 

In the illustrations which follow, for 
simplicity I shall use a fictitious cur- 
rency—a peso which is at first at par 
with the United States dollar, 7. ¢., a 
peso is worth $1.00. But subsequently 
the value of the peso drops to 50 cents. 


2. Purchases with foreign currency. 
Suppose instead of selling the foreign 
currency for dollars as in the Canm- 
zarro case, the taxpayer acquires inven- 
tory for such currency. In Bernuth 
Lembcke Co., Inc.,!3 the taxpayer was 
in the business of importing oils. It pur- 


100, D. 834. 4 Cum. Bull. 61 (1941) ; O. D. 940, Cum. Bull 64 (1921). 


11 See note 10. 
1219 BTA 380 (1930). 
131 BTA 1051 (1925). 
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chased pesos at par, i.e., for one dollar. 
Later the peso fell to 50 cents. While 
the peso was at $.50, the taxpayer pur- 
chased oil at one peso per unit of oil. 
It paid for it in pesos which cost it one 
dollar. The Commissioner argued that 
each unit of oil should be included in 
inventory at $1.00, the eost of the peso 
used to buy the oil. The Board, hold- 
ing for the taxpayer, treated the peso 
like any other commodity. Therefore, 
the exchange of pesos for oil was a tax- 
able exchange and a loss of $.50 was 
realized on disposition of the pesos at 
the then value of $.50, since they had 
cost the taxpayer $1.00. The cost of the 
oil was $.50 which represents the value 
in dollars at the date of purchase. 

In Joyce-Koebel Co.,'4 the taxpayer 
was also an importer, purchasing dia- 
monds on credit payable in pounds. 
The Board held that the cost of the 
diamonds is determined by the rate of 
exchange at the date of purchase of the 
diamonds. Any gain or loss on the dif- 
ference between the rate at the date of 
purchase and at the date of payment 
must be accounted for separately. 


3. Foreign sales and services. 

In the case of foreign purchases, we 
have seen that the cost of the goods 
acquired is valued at the rate of ex- 
change on date of purchase, regardless 
of the rate at date of payment. Parallel 
reasoning would require that foreign 
sales be entered at the rate of exchange 
at date of sale regardless of the rate 
when payment is received. One com- 
mentator!5 states the rate at the time of 
receipt governs and two early rulings!® 
seem to support him. It is typical of 
the unsettled status of foreign exchange 
problems that this elementary problem 
should be unsettled at this date. 

Payment received in foreign currency 





see O. D. 489, 2 Cum. Bull. 60 (1920) 


for services rendered by a recipient oil 
the cash basis would be included in in- 
come at the rate of exchange at the date 
of receipt. For example, commissions 
payable in Canadian currency to U. S. 
citizens working in Canada should be 
converted at the rate at the time each 
commission is paid or credited to the 
employee’s account.!” 


4. Payments on foreign accounts. 

Assuming that the accounts receiv- 
able or accounts payable in foreign cur- 
rency are to be set up at the rate of 
exchange at date of the sale or pur- 
chase, as the case may be, how is gain 
or loss to be recognized on payment 
thereof? Consistent with the treatment 
of foreign currency as a commodity, 
there would appear to be no gain or 
loss before the debt is paid. Thus, in 
Joyce-Koebel Co.,}§ where the taxpayer 
purchased goods on credit payable in 
pounds sterling, the Board refused to 
convert the accounts payable at the end 
of the year at the rate of exchange at 
the balance sheet date. 


5. Foreign investments. 

With respect to foreign investments, 
where bonds payable in foreign cur- 
rency or stocks in foreign corporations 
are purchased for investment, no gain 
or loss is realized until the securities 
are sold or become worthless. No de- 
duction is allowed merely because of a 
decline in rate of exchange.!9 

Dividends in foreign currency are 
convertible at the rate of exchange at 
the date of receipt,29 whether the tax- 
payer is on the cash or the accrual basis. 


6. Foreign borrowings. 
A recent case illustrates the confusion 
of the law of foreign exchange. In the 
€ 


146 BTA 403 (1927) ; compare Accountant’s Handbook 928 (srd ed., Paton, 1943) ; but 


15 Shepard, Foreign Exchange—Tax Consequences, 1 Tax Law Rev. 232, 233, n. 14. 
160. D. 419, 2 Cum. Bull. 60 (1920); O. D. 459, 2 Cum. Bull. 60 (1920). 


170. D. 1066, 5 Cum. Bull. 66 (1921). 
18 See note 14. 


19 Haviland v. Edwards, 20 F. 2d 905 (CCA 2, 1927); A. R. M. 31, 2 Cum. Bull. 128 


(1920); Hugo F. Urbauer, 7 BTA 846 (1927) 


20 Frank W. Ross, 44 BTA 1 (1941). 
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Coverdale?! case, the situation was es- 
sentially this: the taxpayer borrowed 
pesos when the peso was worth a dollar 
and used the pesos to purchase stock, 
which stock was later sold at a substan- 
tial loss. When the loan in pesos fell 
due, the peso had dropped to 50 cents. 
So the taxpayer acquired pesos at 50 
cents and repaid the loan. The tax- 
payer's return reflected the 50 cents 
gain as a capital gain. The Commis- 
sioner argued that it was ordinary in- 
come. The Tax Court agreed with 
neither and held that it was nontaxable. 
This holding seems wrong. 

Suppose, when the peso is at par with 
the dollar, A borrows 100 pesos. With 
the 100 pesos A can acquire $100 cash 
or 100 shares of stock, or 100 units of 
inventory. By the time the loan falls 
due, the rate of exchange of the peso 
has declined to 50 cents. Hence, A 
buys 100 pesos for only $50 and repays 
the loan. If A had used the 100 bor- 
rowed pesos to acquire $100 cash which 
he still retained, it is obvious that his 
wealth has increased by $50. Should 
it make any difference that he used the 
100 pesos to buy stock or inventory ? 

No quarrel can be had with the 
Court’s major premise: 

“We have consistently held that a bor- 
rowing and returning of property cannot 
result in taxable gain.” 

However, this proposition hardly dis- 
poses of the issue. If I borrow 100 
shares of General Motors common 
stock and repay the 100 shares, clearly, 
as the Court says, no gain or loss re- 
sults. However, if I have sold the 100 
shares borrowed (as in the common 
short sale of stock), the subsequent re- 
payment of the loan would clearly rep- 
resent the point at which gain or loss 
is computed. The gain is not on repay- 
ment of the borrowe! stock. But the 
repayment represen‘® the act which 
completes the transaction and marks 
the time for taxing the proceeds on the 


1 


sale of the borrowed stock. 


Suppose instead of borrowing 100 
shares of General Motors, I borrow 100 
pesos. Should there be any different 
result ? 

The similarity of borrowing foreign 
currency to a short sale of stock was 
brought up early in litigation on the 
subject. Bowers v. Kerbaugh Empire 
Co.*2 involved a situation similar to the 
Coverdale case. To the Government’s 
contention that “in substance and effect 
the transaction was a ‘short sale’ of 
marks’”’, the Supreme Court responded 
that there was “no similarity”, for the 
following reason: : 

“A short seller borrows what he sells and 
the purchase price goes to the lender and 
is retained as security for repayment. The 
seller receives nothing until he repays the 
loan.” 

This does not seem to meet the Gov- 
ernment’s contention. The Court accu- 
rately states a characteristic of the 
common short sale of stock. True, the 
purchase price is generally retained by 
the lender as security. However, cer- 
tainly no different income tax treat- 
ment would result if, in a particular 
short sale, the lender were willing to 
trust the general credit of the short 
seller with the result that the proceeds 


‘would be received and expended by the 


borrower. The distinction advanced by 
the Supreme Court, it is submitted, af- 
fords no reason for treating the borrow- 
ing of foreign currency differently from 
the borrowing of stock.?% 

The principal case relied upon for the 
Coverdale decision is The B. F. Good- 
rich Co.2* There the taxpayer bor- 
rowed francs and, in turn, loaned the 
same francs to a subsidiary. After the 
francs had dropped in value, the tax- 
payer repaid the loan. The Tax Court 
held that no gain was realized. The 
Coverdale opinion rests largely on this 
precedent, considering it indistinguish- 
able from the case at bar. 

On the contrary, it is submitted that 
analysis reveals a broad distinction be- 


1 William H. Coverdale, P-H TC Memo. Serv., Par. 45, 240 (1945). 


2271 U. S. 170 (1926). 


>Compare Magill, Taxable Income 249 (1945). 


241 T. C. 1098 (1943). 
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tween the two cases. The Goodrich 
case is entirely consistent with a treat- 
ment of foreign borrowings as_a short 
sale. The Coverdale case is not. 

A short sale of stock is merely an 
inverted ordinary sale. In a short sale, 
the sale precedes the purchase. The 
transposition is accomplished by bor- 
rowing the stock to be sold and repay- 
ing the borrowing by stock otherwise 
acquired. Nevertheless, as in an ordi- 
nary sale, no gain or loss is recognized 
until there exists a sale or exchange. 

However, the mere lending of prop- 
erty does not represent the required 
“acquisition”. Thus, if T borrows stock 
and, instead of selling it, lends it to 
another, there is no gain or loss recog- 
nized even after T purchases stock to 
cover the borrowing. What started as 
a short sale ends as a simple loan of 
purchased stock. 

There in lies the distinction between 
Goodrich and Coverdale. In Goodrich 
no gain or loss was realized because 
there was no sale or exchange of the 
borrowed francs, merely a loan. The 
borrowed francs had been “‘covered” 
by the repayment of the loan with do- 
mestic currency. Nevertheless, there 
had been no taxable disposition of the 
francs, since they had been loaned in 
kind to another. The taxpayer in Good- 
rich was in the position of a broker 
who had borowed a share of stock from 
A, loaned it to B, and then purchased 
a share of stock to cover his borrowing 
from A. At this point, no gain or loss 
is recognized, 

The Coverdale case is also incon- 
sistent with the cases discussed earlier 
on purchases abroad on credit. If I buy 
merchandise on credit when the peso is 
at par with the dollar but the peso 
drops to 50 cents by the time I must 
pay for it, the Coverdale decision would 
appear to hold that the 50 cents gain is 
not taxable. 

Until the Coverdale case is over- 
ruled, it stands as authority for the non- 
taxability of an actual gain. As I have 
indicated, I believe the Coverdale deci- 





25 1946—2 Cum. Bull. 55. 
1948 = 
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sion is wrong. Later cases may dis- 
tinguish this on the alternate ground or 
dictum of the opinion. The stock ac- 
quired with the foreign currency was 
sold at a substantial loss and in the 
transaction as a whole, (that is, con- 
sidering the sale of the stock and the 
repayment of the loan together) the 
taxpayer did not profit from the trans- 
action. This is the rationale of the 
Kerbaugh Empire case which has been 
severely criticized by commentators and 
limited in later decisions so that little 
of it appears to be left. It has no more 
basis for application in foreign ex- 
change than elsewhere in the field of 
federal taxation. 


7. Capital or ordinary gain or loss. 

The classification of transactions in 
foreign currency as between capital and 
ordinary income or loss presents seri- 
ous difficulty which arises because the 
Code fails to give adequate considera- 
tion to the peculiar character of trans- 
actions in foreign currency. 

Not until 1946 did any case or ruling 
consider this problem. In I. T. 3810,?5 
the taxpayer, while travelling in Mex- 


‘ico, purchased pesos which he later con- 


verted into dollars. The ruling held 
that the gain or loss was a capital gain 
or loss. It does not appear that the tax- 
payer involved acquired the pesos in 
connection with any business transac- 
tion. However, the ruling indicates no 
limitation except in the case of a dealer 
in foreign exchange, stating: 
“Transactions in foreign exchange are 
generally considered as involving the pur- 
chase and sale of foreign currency, either 
in the conduct of a trade or business or as 
a speculation or investment.” 


No quarrel can be had with the rul- 
ing insofar as it pertains to foreign cur- 
rency acquired as a speculation or as 
an investment. The treatment of for- 
eign currency as a capital asset in such 
case seems proper, analogous to the 
treatment of speculation or investment 
in any other commodity. But suppose 
that the foreign currency is acquired 
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for the purchase of inventory in the 
ordinary course of business and 1s ex- 
pended for that purpose. Is the sale or 
other disposition of the foreign cur- 
rency in such case to be treated as a 


capital gain or loss? It is submitted 
that a good case may be made out for 
treating it as an ordinary income or 
deduction. The cases cited by the rul- 
ing do not sustain the position that gain 
or loss on sale of foreign currency must 
always be treated as capital gain or loss. 
The difficulty stems from the fact 
that, in order to avoid the treatment as 
capital gain or loss, the foreign cur- 
rency must come within one of the ex- 
ceptions to the definitions of capital 
assets. Foreign currency acquired as a 
result of sales abroad in the regular 
course of business may be found to be 
non-capital assets on the theory that 
such foreign currency comes within the 
following exceptions to the statutory 
definition of capital assets :76 
“property held by the taxpayer primarily 
for sale to customers in the ordinary course 
of his trade or business * * *.” 


. 

There is strong analogous authority 
for the proposition that foreign cur- 
recy received in the ordinary course 
of business for services or in payment 
of the sales price is not a capital asset. 
In one case?’ the taxpayer, engaged in 
the construction and repair of levees, 
showed that it was the custom of the 
levee districts to make payments for 
services in bonds, which it sold as soon 
as possible. Although the depression 
prevented the sale of certain bonds for 
several years, the Board considered that 
the intent to sell remained and that the 
bonds were not capital assets. In the 
Gilbert?§ case, preferred stock received 
in payment of construction work was 
held a noncapital asset. The Court felt 
that the statutory exception from classi- 
fication as a capital asset included “all 


26 IRC, Sec. 117 (a) 


property which was owned by the tax- 
payer in connection with his business 
and held primarily for sale, but which 
was not stock in trade or part of his 
inventory.” 

If foreign currency acquired as in- 
come is a noncapital asset, the same 
should be true of foreign currency ac- 
quired for the purchase of property. In 
the Gilbert case, in addition to 500 
shares of stock acquired in payment of 
services, the taxpayer purchased 79 
shares of the same stock in order to 
protect the 500 shares. All 579 shares 
were held non-capital assets. 

Of course, the treatment as capital 
gain of the sale of foreign currency 
may be an advantage to the taxpayer. 
Suppose, for example, that income is 
received when blocked but that there 
exists a market for the blocked cur- 
rency. Hence, the income is reported 
at the low rate applicable to blocked 
currency. If the currency should later 
become unblocked, the sale or other dis- 
position at a higher value may result in 
a gain. It may be advantageous to treat 
such gain as capital gain. 


II. TRANSACTIONS INVOLV- 
ING THE OPERATION OF 
A FOREIGN BRANCH 


The treatment accorded transactions 
in foreign currencies differs substan- 
tially when the operations of a foreign 
branch are involved. The Accountant’s 
Handbook?’ states that the reason for 
such difference is the complexity and 
multiplicity of branch transactions 
which make it inconvenient or imprac- 
tical to translate each transaction into 
dollars. 

There is only one court decision*® 
involving foreign branch accounting. 
The decision established two points: 
first, that the income of a foreign branch 
may be computed by valuation of cur- 


27 Joe B. Forston, 47 BTA 158 (1922) ; compare Hercules Motor Corp., 40 BTA 999 


(1939). 


28 Gilbert v. Commissioner, 56 F 2d 361 (CCA Ist 1932). 


29 See note 14. 


30 Frederick Vietor & Achelis v. Salt’s Mfg. Co., 26 F. 2d 249 (D. C. Conn. 1928) ; see 


also O. D. 489, 2 Cum. Bull. 60 (1920). 
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rent assets and liabilities at the begin- 
ning and the end of the year at the rate 
of exchange at the date of the balance 
sheets; and second that foreign cur- 
rency held for investment in the stock 
of a new enterprise may not be valued 
at the rate of exchange at the end of 
the year. 


The usual method suggested by ac- 
countants for conversion of assets at the 
balance sheet date is as follows :3! 


Fixed assets and long-term liabilities : 
at the rate of exchange at the date of 
acquisition. 


Current assets and liabilities: at the 
rate at the date of the balance sheet. 


The effect of this “balance-sheet” 
method of computing gain or loss of a 
foreign branch is to consider as realized 
gain or loss the fluctuation in foreign 
currency prior to any sale or exchange. 
Thus, suppose a branch is set up with 
two pesos when the peso is worth one 
dollar and, while the rate of exchange 
remains unchanged, earnings increase 
the foreign cash to three pesos. If, sub- 
sequently, the peso falls to $.50, the 
balance-sheet method would show a loss 
of $.50. At the beginning of the year, 
the balance sheet reflected two pesos, 
which represents $2 at the rate at the 
date of the opening balance sheet. At 
the end of the year the balance sheet 
shows three pesos but, converted at the 
rate at the date of the closing balance 
sheet (50 cents) this represents only 
$1.50 (3 x $.50). Hence the differ- 
ence in dollars at the beginning and 
end of the year ($2 — $1.50) results 
in a loss of $.50. Actually, the branch 
earned one peso, which (had it not been 
a branch operation) would have been 
converted at the rate at the date it was 
earned or $1.00, so that the earnings, 
apart from the fluctuation in the ex- 
change were 1 peso or $1.00. However, 
under the balance sheet method of de- 
termining income, the $1.00 profit is 





offset by a decline in value of the peso. 
Since the branch had three pesos which 
declined to 50 cents in value (or a total 
loss from such decline of $1.50) the 
$1.00 profit on operations, less the 
$1.50 loss on decline of the peso, re- 
sults in a net loss of $.50. 


One problem that does not appear to 
have received any attention is the de- 
lineation of classes of transactions oc- 
curring during the year. For federal 
income tax purposes, it often becomes 
important to break down the net profit 
for the year into separate classifications. 
Many of these are for the benefit of the 
taxpayer so that as accountants we must 
not overlook such a segregation. For 
example, included in the net profit (or 
loss) of a foreign branch may be a gain 
on the sale of a capital asset, a gain on 
the sale of depreciable property under 
IRC, Section 117 (j), cancellation of 
indebtedness which may be nontaxable 
under the doctrine of the American 
Dental case or under Section 22 (b) 
(9), a recovery of a bad debt deducted 
in a loss year within Section 22 (b) 
(12), or redemption of securities under 
Section 117 (f). The careful tax prac- 
titioner will not permit the “balance 
sheet” method of computation to blind 
him to the advantage of those provi- 
sions. It must be recognized, however, 
that the balance sheet method will pre- 
sent serious problems in the segregation 
of the amount of such special class of 
income from the ordinary income of 
the branch. 


As must be evident at this point, the 
last word has not been said on the prob- 
lem of foreign exchange problems. If 
any claim can be made for this paper, 
its contributions lies primarily in bring- 
ing to light problems which have ap- 
parently lain dormant and undeveloped 
despite the strides made in federal in- 
come tax accounting in other fields. 
Toward that narrow achievement, I 
hope it has been helpful. 


31 Accounting Research Bulletin No. 4 (Dec. 1939) ; Saliers, Foreign Exchange Account- 
ing, 19 Acctg. Rev. 377 (1944) ; Kirchenberg, Principles of Foreign Trade Accounting, 11 


N.Y.C.P.A. 316 (1941). 
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How to Get the Greatest Use of the 
Net Operating Loss Deduction 


By Lupwie B. Prosnitz, C.P.A. 


Is a five year cycle adequate? 
 eenealeesa when we think of a tax- 

payer’s liability under the income 
tax laws, we do so in terms of a calen- 
dar or fiscal year, as the case may be. 
The net operating loss provisions of the 
Internal Revenue Code, however, give 
recognition toan economic fact, namely, 
that a tax year of a business concern 
creates merely a convenient, however 
artificial dividing line. 

It was deemed necessary to grant re- 
lief to those concerns that realized gains 
in one year and losses in succeeding or 
prior years. As a result we now have 
a stated cycle of five years, generally 
speaking, within which business con- 
cerns can offset their gains and losses. 
A business net operating loss incurred 
in one year can be carried back and ap- 
plied to the profits of the two preceding 
years. If the loss is not thereby com- 





Lupwic B. Prosnitz, C.P.A., is 
a senior partner of a well-known 
New York accounting firm. He is 
a member of our Society as well as 
of the American Institute of Ac- 
countants and The Federal Tax 
Forum. 

Mr. Prosnitz has been a frequent 
lecturer on tax subjects before our 
Society, the Federal Tax Forum, 
and various trade associations. He 
has also been a contributor to ac- 
countancy and business publications 
including The Journal of Account- 
ancy, Credit Executive, Machinery, 
Pottery and Glass Journal, and The 
Tax Magazine. 

This article is based upon a recent 
address made by him in the Federal 
Tax Lecture Series conducted by the 
Society’s Committee on Federal 
Taxation. 
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pletely absorbed, the unabsorbed por- 
tion can be carried forward and applied 
against the gains of the next two suc- 
ceeding years. 

The question arises whether this five 
vear cycle embodied in the Internal 
Revenue Code is an arbitrary one or 
whether it is based upon an analysis 
of American industrial history. If with- 
in reasonable limits, a case can be made 
out statistically for the five year cycle, 
there is justification for its retention in 
the net operating loss provisions. If, 
however, study should disclose that a 
longer cycle is needed to reflect fairly 
the net operating results in American 
industry, there would be need for fur- 
ther liberalizing the net operating loss 
provisions. 

The position of new enterprise with 
respect to the net operating loss provi- 
sions deserves special consideration. It 
is not uncommon for concerns to oper- 
ate initially at aloss. They cannot bene- 
fit from the carry back provisions, and 
are therefore limited to the two year 
carry-over. The cycle for new concerns, 
that incur losses in their first years of 
operation, is accordingly reduced to 
three years. Serious consideration 
should be given to changes that would 
encourage new business. In fact, the 
Treasury Department recently issued a 
statement advocating the substitution 
of a five year carry forward in place of 
the existing practice of carry back and 
forward. This is a constructive thought 
as to new enterprise but it is question- 
able whether elimination of the carry 
back would be equitable to established 
concerns that have to contend with 
varying earnings because of the chang- 
ing business cycle. 

The status of a new concern may be 
compared in some ways with that of a 
business that has been engaged in war 
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work, While it has enjoyed a period of 
prosperity, it may very well face heavy 
operational deficits in the early years 
of peace time operation. It can incur 
these losses with a relative degree of 
long range confidence because of the 
existence of sound carry-back and 
carry-over provisions of the Internal 
Revenue Code. 


How to compute the net operating 
loss deduction 


Section 23 (s) of the Code provides 
for the deduction by taxpayers of a net 
cperating loss for any taxable vear be- 
ginning after December 31, 1939, and 
provides that it be computed in accord- 
ance with’Section 122. 

In the case of a taxpaver other than a 
corporation, Section 122 (c) states that 
the amount of the net operating loss 
deduction shall be the aggregate of net 
operating loss carry-overs and carry- 
backs to the taxable year—reduced by 
the amount of the net income, computed 
with certain exceptions and limitations 
mentioned in subsection (d). In the 
case of a corporation the definition re- 
fers to the excess of deductions over 
normal tax net income. 

Section 122 (b) relates to the de- 
termination of the amount of the carry- 
backs and carry-overs. Stated broadly, 
the statute calls for a two year carry- 
forward of losses of 1939 and subse- 
quent years, a one year carry-back of 
1942 losses, and a two year carry-back 
for losses of 1943 and subsequent years. 

For example, a 1943 loss is first ap- 
plied to 1941. If it is not absorbed by 
the income of that earlier year, the un- 
absorbed portion is applied to 1942, 
which is the year preceding the taxable 
year. If the loss is not thereby com- 
pletely absorbed, the unabsorbed por- 
tion may be carried over, first to 1944 
the year following the taxable year 
under consideration, and if not then 
absorbed, the unabsorbed portion may 
be applied to the second year following 
the taxable year, which would be 1945. 

In determining a net operating loss 
deduction, it should be borne in mind 
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that the intent of the statute is essen- 
tially to give relief to business. Non- 
business deductions (including the 
standard deduction under Section 23 
(aa) ) can therefore be included in the 
computation of the net operating loss 
deduction only to the extent of non- 
business income. Any excess of non- 
business income reduces the net operat- 
ing loss carry over or carry back. 

The net operating loss deduction, 
when determined, may be carried back 
and/or forward and applied against 
other items of income. 


Ordinary loss or capital loss? 
Important court cases 


It is readily apparent that if some 
transactions of either an individual or a 
corporation are adjudged capital losses 
instead of bsuiness losses, it would re- 
sult in a lower net loss deduction. An 
item in point would be if a bad debt 
were determined to be a non-business 
instead of a business bad debt. 

In a Tax Court case involving Reo 
Motors, Inc. (9 TC 47), the company, 
because of the worthlessness of its sub- 
sidiary’s stock, sustained a loss in 1941 
which it desired to carry over to 1942. 
Under Section 23 (g) of the law in 
1941, such a loss was a capital loss. 
Under the 1942 Act, the loss was an 
ordinary loss. The court concluded that 
under Section 122 (d) (4), the 1941 
rule had to apply and the loss could 
not be recognized for the purpose of a 
net operating loss deduction in 1942. 

It is interesting that one of the judges 
did not concur in the majority opinion 
and this same judge wrote the opinion 
of the Tax Court in an earlier case, 
Moore, 4 TC 404. In that case, the 
years 1941 and 1942 were also involved 
with the difference, however, that the 
treatment of net capital losses was at 
issue instead of the loss of investment 
in a subsidiary. The Court held that 
the operating loss should be computed 
in accordance with the law in effect in 
the year to which the loss is carried 
over, in this instance 1942. This ap- 
pears to conflict with the Reo case. The 
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Moore decision was affirmed in the 2nd 
Circuit. It may well be that we will 
hear further from the courts on this 
subject. 

In another case, Merrill, 9 TC 44, 
Merrill was a general partner in a part- 
nership with a stipulated term ending 
December 31, 1939. He had been per- 
mitted to retire as of March, 1939. A 
year later Merrill and his firm executed 
an agreement whereby releases were 
exchanged and a pro-rata share of cer- 
tain recoveries on unliquidated accounts 
were assigned to Merrill as of March 
30, 1940. Merrill claimed an ordinary 
loss of over $103,000 in his 1940 re- 
turn, ascribing such loss to his partner- 
ship activities. This resulted in a net 
loss on his return of $41,000, which 
Merrill claimed as a deduction as a net 
loss carry over to 1941. 

This deduction was disallowed. It 
was held that the transaction that 
brought about Merrill’s retirement was 
a capital transaction, not related to the 
business of the partnership and, under 
the limitation of Section 122 (d) (5), 
Merrill had no operating loss in 1940 
which he could carry over to 1941. 


To whom available. Treatment 
under Section 102 and application 
to personal holding companies 
The net operating loss deduction is 

available to individuals, corporations, 

estates and trusts, the individual mem- 
bers of partnerships, and to insurance 
companies. 

It is not available to personal holding 
companies, either foreign or domestic, 
mutual investment companies and com- 
mon trust funds maintained by banks. 
However, the participants in such trust 
funds are entitled to the net operating 
loss deduction. 

For the purpose of determining un- 
distributed net income of a personal 
holding company, the net operating loss 
of the preceding taxable year (less tax 
exempt income and the excess of per- 
centage depletion over cost depletion ) is 
allowable as a credit under Section 
20 (c). 
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The net operating loss deduction 
under Section 122 may not be used as a 
deduction to compute net income under 
Section 102 (dealing with the unreason- 
able accumulation of Surplus). How- 
ever, the net operating loss of the pre- 
ceding taxable year may be used as a 
credit under Section 26 (c) in deter- 
mining Section 102 net income. The 
net operating loss of the preceding tax- 
able year may also be used as a credit 
in determining the net income of for- 
eign and domestic personal holding 
companies under Supplement P of 
Chapter 1 and Subchapter A of Chapter 
2, I.R.C. respectively. Such a credit for 
the net operating loss of the preceding 
year cannot, however, exceed the net 
income for the taxable year computed 
under such Section 102, or Supplement 
P or Subchapter A as the case may be. 
In computing the net operating loss 
credit under this section, the exceptions, 
limitations and additions in connection 
with depletion and interest, mentioned 
below, also apply. 


Exceptions, limitations and 
additions 


As stated above, the net operating 
loss deduction concerns itself with the 
excess of business loss over business 
income. There are, however, certain 
exceptions and additions covered by 
Section 122 (d). These refer to the 
limitation of the depletion deduction; 
the elimination of certain exempt inter- 
est income; and the deduction and the 
exclusion of certain interest. The gains 
or losses on sales of capital assets are 
also excluded, and non-business deduc- 
tions are limited to the extent of non- 
business income. 

In the case of a corporation the 
amount of excess profits tax paid or 
accrued is also allowed as a deduction. 
This tax is, for this purpose, not to be 
reduced by any foreign tax credit, and 
is to be computed without regard to 
adjustments for inconsistencies under 
Section 734. 


February 





ae a a ee a 


a ee 





om TQ 


=) 





How to Get the Greatest Use of the Net Operating Loss Deduction 


Seven year cycle in exceptional cases 


I have previously referred to the five 
vear cycle. However, in certain ex- 
ceptional cases, the effect of a net 
operating loss carry back may be 
spread over a 7-year period. For ex- 
ample, assume Corporation “X” has 
profits in the years 1943, ’44, ’46 and 
47, In 1945, however, a loss was sus- 
tained, which exceeded the combined 


‘profits for the years 1943, ’44 and ’46. 


In the years 1941, ’42, ’43 and 44, 
excess profits taxes were paid on a 
portion of the profits. 

Asa result of this large loss in 1945, 
a carry-back was created to the years 
1943 and 1944 which wiped out the in- 
come for those years, and at the same 
time made available unused excess 
profits credit carry backs to the years 
1941 and 1942. 

Accordingly, the 1945 loss created 
the following situation: 


1941-2 Refunds as a result of un- 
used excess profits credit 
carry-backs. 

1943-4 Refunds as a result of oper- 
ating loss carry-backs. 

1946-7 Reduction in taxes as a re- 
sult of operating loss 
carry-over. 


A special alternative period of limi- 
tation with respect to claims for refund 
arising from the application of net oper- 
ating loss carry-backs or unused excess 
profits carry-backs is embodied in Sec- 

tion 322 (b) (6). Such claims are 

valid if filed within 3814 months after 
the close of the taxable year in which 
the carry-back arose. For example, in 
the foregoing case claims for refund for 
the vears 1941 and 1942 could be filed 
up until March 15, 1949. 


Considerations affecting new 
businesses 


‘\ new concern when it establishes its 
fiscal period might well give some con- 
sideration to its carry-over situation. 
If the enterprise is of moderate size 
and enjoys fair profits at the outset, it 
might want to give consideration to the 
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corporate tax brackets and perhaps 
close its first fiscal period at a point 
where earnings of approximately 
$25,000 net have been achieved. If the 
enterprise sustains initial losses and 
these losses continue, it would be de- 
sirable to create the maximum possible 
carry-over to subsequent years by hav- 
ing the fiscal year end with the first 
12 months. 


Considerations affecting “‘close” 
corporations 


Let us consider the case of a corpo- 
ration with a fiscal year ended June 
30th, whose stock is closely held, and 
has the following situation: 


Profits for Year (6/30/45) after 
officers’ soleene of $50,000 to 


each OF 2 OfMGOtSy sc<cc cc ccencs $100,000 
Profits for Year (6/30/46) after 

same officers’ salaries.......... , 
Excess Profits Credit each year in- 

cluding specific exemption..... 70.000 


Operations for the 1947 fiscal period 
show a loss of $50,000 before the de- 
duction of officers’ salaries. Officers’ 
compensation for the years 1944 and 
1943 had been in dispute with the 
Treasury, but were settled without dis- 
allowance. The officers’ salaries for the 
fiscal year 1947 must be decided upon 
(assuming this decision is held in abey- 
ance until the end of the fiscal year 
which is, I suppose, a rare occurrence 
in the case of closed corporations.) Any 
salary credits to the accounts of the 
stockholder officers in a loss year, would 
in effect constitute payments by the cor- 
poration to its stockholders out of its 
accumulated capital. Let us examine 
the tax effect if salaries are allotted at 


$50,000 each. 


Loss before salaried.c...0</c<wac $ 50,000 
SQISIES. cci.cs waaceeswoneewuuner 100,000 
"Eta LG8S oo scececcuseveucuases $150,000 


Taxes paid by the corporation for 
the fiscal year 1945 amounted to$ 53,650 

Taxes paid by the corporation for 
the fiscal year 1946 amounted to 32,250 
Applying the operating loss carry- 
back, from the fiscal year 1947 to the 
fiscal year 1945, the original profit of 
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$100,000 is converted to a carry-over 
loss of $50,000 to the fiscal year 1946. 
The taxable net income of the latter 
vear becomes $25,000, the tax on which 
is $6,750. The corporation thereby be- 
comes entitled to a refund of 

$53,650 for 1945 fiscal year 

and 25,500 “ 1946 “ “ 


a total re- 
fund of $79,150 (exclusive of any 


refunds resulting from unused excess 
profit credit carry-backs. ) 

The taxes payable by the individuals, 
(assuming no other income), on the 
salaries of $50,000, would be about 
$25,000 each. Accordingly, the eco- 
nomic unit represented by themselves 
and their corporation gains an aggre- 
gate of close to $30,000, exclusive of 
excess profits tax refunds, if such taxes 
were paid, by the continuance of their 
salary set up. This is over and above 
the probable discomfiture involved in 
attempting to support with the Treas- 
ury, substantial salaries in the earlier 
and later years, compared with nominal 
or zero compensation in the current loss 
year. 


Considerations affecting parent and 
subsidiary corporations 


Now consider another situation in- 
volving a wholly owned subsidiary 
which has an accumulated operating 
loss of $100,000 for six months of its 
calendar year 1947. The parent has a 
profit of $50,000. The outlook for the 
rest of the year is that the subsidiary 
will sustain further losses which may 
total $250,000 by the year-end, and that 
the parent will end up with a net profit 
of $100,000. 

The subsidiary can carry back its net 
loss to its aggregate profits of the pre- 
ceding two years which amounted to 
$50,000 in each year. This will leave it 
at the end of the year with a loss to 
carry over to the next succeeding years 
of $150,000. However, the outlook of 
the subsidiary for future earnings is not 
bright. The parent had net income ag- 
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gregating $40,000 in each of two prior 
years, or a total of $80,000. 

Three possibilities present them- 

selves: 

1. To liquidate the subsidiary as of 
June 30th. 

2. To continue the subsidiary and 
file consolidated returns as of 
December 31st. 

3. To continue the subsidiary and 
file separate returns as of Decem- 
ber 31st. 


Disregarding any unused excess profits 
credit carry-backs and assuming no ex- 
cess profits taxes, the three choices 
would work out as follows: 

1. Liquidating the subsidiary as of 
June 30th would enable the subsidiary 
to apply its $100,000 current loss 
against prior years earnings of $100,000 
which would produce a refund of about 
$38,000. 

The parent by virtue of having ab- 
sorbed the subsidiary would inherit its 
losses of the last six months and thereby 
finish the year with a net loss of 
$50,000. This would be applied against 
the profits of the parent of 1945 and 
’46 (of $80,000} and result in a refund 
of about $19,000 (38%). The refunds 
therefore total $57,000, with $30,000 of 
income still available against which a 
loss if sustained in 1948 can be applied. 


2. If the subsidiary is continued and 
consolidated returns are filed at year 
end, the consolidated loss will be 
$150,000. The gains of both companies 
for the two preceding years aggregate 
$180,000, of which $80,000 applies to 
the parent and $100,000 to the subsidi- 
ary. Inasmuch as the subsidiary in- 
curred the loss of $250,000, in consoli- 
dation this loss can be carried back only 
against the prior profits of this sub- 
sidiary. (Regulations 104—Sec. 23.31 
(b)(2). 


Result : ; 
Refund on prior earnings 
Of SUBSIGIALY i-c:< <.6.0.0:5.2 $38,000 
Loss carry-over available 
(consolidated) of..... $50,000 


3. If the subsidiary is continued and 
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How to Get the Greatest Use of the Net Operating Loss Deduction 


separate returns are filed the parent will 

pay a tax on $100,000 of $38,000. The 

subsidiary will apply its loss of $250,000 

against its prior income of $100,000 

and receive a refund of $38,000. 

Result: No tax and loss carry-over available 
of $150,000. 

From the foregoing it must be con- 
cluded that if the subsidiary is to con- 
tinue to have operating losses, it should 
be liquidated as of June 30th. If, how- 
ever, the subsidiary can be placed on a 
profitable basis, it would be desirable to 
continue its operations and file separate 
returns. This would make a loss carry- 
over of $150,000 for two more years. 


Should the form of business 
organization be changed? 


_ Businesses that contemplate a change 
from corporate operation to individual 
or partnership operation, or the reverse, 
should carefully review their possible 
carry-back and carry-over situations 
before doing so. The net operating loss 
deduction generally does not extend 
from one taxpayer entity to another. 
The Supreme Court in the case of New 
Colonial Ice Co., 292 U. S. 435, stated: 
“A successor cannot deduct a net oper- 
ating loss suffered by a predecessor.” 


Should the accounting 

period be changed? 

A concern that changes its ac- 
counting period should also give con- 
sideration to the matter of potentiai 
carry-overs and carry-backs. The 
carry-back and the carry-forward 
are taken back and forward to a 
taxable year of the taxpayer, which 
need not be a full 12 month period. 
For example, assume that we have 
a profit of $3,000 for a short period 
of three months and then the fiscal 
year is changed. Assume that the 
next two years have each losses of 
$12,000. These losses can be carried 
back against the profit of $3,000 be- 
cause the taxable year was the short 
period of three months. This is as 
it should be because the taxpayer, 
even though the short period was 
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annualized, nevertheless, paid a tax 
on only $3,000 of net income for 3 
months. 

In considering the question of change 
of business organization and change of 
accounting period, I am not unmindful 
of the fact ,that considerations other 
than taxes are involved. These must 
be weighed with the tax factors and a 
conclusion reached based upon all the 
attendant circumstances. 


Tentative carry back adjustments 
because of expected losses 


Section 3779 of the Code provides 
for the postponement of the payment of 
taxes in the event that operating loss 
carry-backs are expected for any tax- 
able year ending on or after September 
30, 1945. The extension applies to 
taxes due in the loss year for the year 
immediately preceding. A statement is 
required to be filed on Form 1138 and 
cannot relate to any tax that was due 
prior to the time the statement was filed. 

In substance Form 1138 calls for a 
full statement of the expected loss 
and/or unused excess profits credit and 
the amount of the adjustment re- 
quested. The filing of the form brings 
about an extension to the end of the 
month in which the return was due, 
showing the net operating loss carry- 
back. In other words, a 1946 tax, due 
in 1947, would be extended to March 
31, 1948. Interest is charged at 3% per 
annum on the amounts extended from 
the date the original quarterly install- 
ments were due to the extended date. 
If a tentative carry-back adjustment is 
not approved, the interest.is increased 
to 6%. Further a penalty of 5% is 
charged if the amount of the claim is 
over 125% of what it should have been 
and is computed on the amount of the 
excess over 125%. 


Applications for quick cash refunds 


Another section in the Code (3780) 
was enacted to enable taxpayers to ob- 
tain quick cash refunds. It provides for 
an application on form 1139 to be used 
in cases after the return has been filed 
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for the taxable year in which the carry 
back arose. This application must be 
filed within one year after the close of 
the taxable year. 

While the relief granted by Section 
3779 is available to corporate taxpayers 
only, 3780 may be used by taxpayers 
other than corporations, who sustained 
a net operating loss carry back. 

Filing of claims on forms 1138 and 
1139 has no effect on the statute of limi- 
tations with respect to the filing of re- 
fund claims. Such claims under Section 
322 may be filed, before, simultaneously 
with, or after the filing of an application 
for a tentative carry back adjustment. 


acted upon by the Commissioner within 
90 days from the date of filing of the 
claim or within 90 days from the last 
day of the month in which the return is 
due, whichever is later. 

The carry back provisions have 
proved of tremendous importance in 
the reconversion period following the 
close of World War II. Considerable 
progress has been made in this direc- 
tion and doubtless further develop- 
ments can be expected. But it is clear 
that high rates of taxation make it im- 
perative that the revenue laws continue 
to give recognition to the fluctuating 





An application form 1139 must be American business cycle. 
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SHOULD FINANCIAL STATEMENTS OF PARTNERSHIP SHOW 
ANY LIABILITY FOR FEDERAL INCOME TAXES? 


This question is frequently raised by credit grantors as well as by other users of financial 
statements. It is a natural question since the partnership is the only common for m of con- 
ducting a business which does not show the provision and liability for federal income taxes 
in its financial statements. In the cases of corporations and individual enterprises, the other 
two common forms of doing business, the federal! income taxes are a liability of the corpora- 
tion or of the individual conducting the enterprise and there is no question but that the 
liability should be shown on the balance sheet or statement of assets and liabilities and that 
the provision therefor should be shown as a charge in the profit and loss account. However, 
in the case of partnerships the liability for federal income taxes on the profits of the partner- 
ship is not a partnership liability but is the liability of the individual partners. 

In addition to this legal technicality there is a very practical problem in that it is often 
impossible for the partnership as such to detérmine the taxes that will have to be paid on 
the partnership income. In order to make such a determination it is necessary to know the 
particulars of the taxable income of each partner and in many cases a partner might quite 
properly not wish to disclose this information to the other partners. Because of these facts 
it has become almost universal practice in submitting financial statements of partnerships not 
to include in the profit and loss account a charge for the income taxes of the partners payable 
on the partnership income and not to show as a liability the unpaid portion of such taxes. Also 
many partnership financial statements contain a footnote stating that the income taxes on the 
partnership income are payable by the partners and calling attention to the lack of provision 
therefor by the partnership. 

The fact that income taxes claim such a large portion of the income of any enterprise 
probably gives rise to the argument that regardless of these facts some provision for these 
taxes should be made in parrtnership statements. But, is there any more reason to show the 
income tax liabilities of the partners in partnership financial statements than to show other 
liabilities of partners in those statements ? 

It would seem to me that in loaning to a partnership if the credit grantor is looking to 
the partnership assets for repayment he is interested in all of the demands that might be made 
for the use of those assets and not only in one demand such as one for income taxes. If 
am correct in that assumption is not our present problem met by (1) the accountants insisting 
that financial statements of partnerships contain an explanatory comment that no provision 
for income taxes is made and'no liability is shown since the liability is that of the partners 
and not that of the partnership and (2) the credit grantor obtaining from the borrower a 
statement as to what withdrawals are anticipated by the partners whether for tax or for any 
other purposes. f 
—The foregoing note was written by J. Robert White (partner, 

Price, Waterhouse & Co., Los Angeles, Cal.) and appeared 

originally in the December, 1947, Bulletin of the Robert 

Morris Associates. 


116 February 





TA 





ot 








Income Tax Decisions of 1947 


By Jack Scutosser, C.P.A. 


N retrospect it seems to the writer 
I that he spent almost as much time 
in selecting the title for the article that 
follows as he did in its actual prepara- 
tion. A title must serve not only as a 
description of the contents in capsule 
form, but should also set forth to some 
extent, its scope and significance. With 
this in mind the writer discarded in 
quick succession “The Most Important 
Tax Decisions of 1947”, “More Impor- 
tant Tax Decisions of 1947”, and finally 
“Important Tax Decisions of 1947”. 
After considerable deliberation the very 
undramatic but indisputable title “In- 
come Tax Decisions of 1947” was se- 
lected. Thus, the discussion that fol- 
lows will be confined only to income 
tax cases and the question of the rela- 
tive importance of the decision submit- 
ted will be left, as it should be, to the 
appraisal of the individual reader. 

The Supreme Court issued at least 4 
decisions during 1947 which may be 
considered as having widespread inter- 
est to tax practitioners. 


Beulah B. Crane v. Commissioner 

(331 U.S. 1). 

The petitioner, Mrs. Crane, inherited 
rental property subject to a mortgage 
which she did not assume. The prop- 
erty was valued for estate tax purposes 
at the amount of the mortgage, so that 
the petitioner’s equity in the property 
at date of death was of zero value. Mrs. 
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Crane operated the property for a num- 
ber of years and then sold it subject 
to the mortgage, receiving $2,500 as her 
net proceeds. She reported this entire 
amount as a long-term capital gain on 
the sale of an equity in property having 
no cost basis. 

Needless to say, Mrs. Crane’s posi- 
tion was contrary to all prevalent prac- 
tice. Recognizing the gravity of the 
situation the court held: 


(1) The basis of property acquired sub- 
ject to an unassumed mortgage is deter- 
mined, not on the equity, but on the phys- 
ical property. 

(2) The basis of said property must be 
reduced by depreciation allowed or allow- 
able computed on the full amount of the 
basis undiminished by any mortgages. 

(3) Upon sale of such property, the 
“amount realized” must include the prin- 
cipal amount of mortgages assumed by the 
buyer even though seller was not person- 
ally liable therefor. 


Thus, accepted accounting and tax 
practice was vindicated although it 
meant that Mrs. Crane was to be taxed 
on a total gain of approximately 
$23,500 despite the fact that all she 
realized on the sale was cash of $2,500. 


Later on in the year the Tax Court 
issued two decisions which seemed to 
stem directly or indirectly from the 
rationale of the Crane decision. They 
held that a taxable gain to the mort- 
gagor resulted when, upon a fore- 
closure sale, the mortgage exceeded the 
adjusted basis of the property sur- 
rendered. (R. O’Dell & Sons Co., Inc., 
8 T.C., 1165; Mendham Corporation, 
9 T.C., No. 48.) In the first case the 
taxpayer was directly liable on the bond 
and mortgage; in the latter decision the 
taxpayer corporation had acquired the 
property subject to the mortgage but 
without assuming it. In both cases the 
petitioners lost their property on fore- 
closure, received nothing in the process, 
yet were both subjected to tax. 
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J. Robert Bazley v. Commissioner ; and 
Adam A. Adams v. Commissioner 


(331 U. S. 737). 


In both cases petitioners owned stock 
of closely held corporations. As the re- 
sult of recapitalizations they received 
new stock and bonds in exchange for 
their old stock. Both corporations had 
accumulated earnings available for divi- 
dend distributions. In both cases peti- 
tioners claimed exempiion from tax on 
the basis that they were participants in 
tax-free recapitalizations under Sec- 
tions 112(b)(3) and 112(g)(1)(E) 
of the Code. 


The court held that any reorganiza- 
tion which acts as a vehicle for the dis- 
tribution of earnings to stockholders 
will not be held to be tax-free under 
Section 112 or in the alternative, will 
be held partially taxable under Sections 
112(c)(1) and (2). It is interesting 
to note that the question of business 
purpose was not considered significant 
in the Supreme Court decision although 
it was the focal point in the adverse 
decisions of the Circuit Court. 


Practitioners awaited this decision 
with intense interest. A decision favor- 
able to the taxpayers would have meant 
the end of the Section 102 problem. 
Whenever surplus cash was available, 
a corporation could recapitalize, and 
then disburse the cash in redeeming the 
bonds. Stockholders would pay a capi- 
tal gains tax on a part of the proceeds 
under Section 117(f). Distribution of 
taxable dividends would have become 
a thing of the past. 


Instead, it is now clear that the courts 
will not allow the utilization of the re- 
organization provisions of Section 112 
for tax avoidance purposes, no matter 
how closely the taxpayer hews to the 
statutory line. They will be applied 
only in.those cases where the exchange 
of securities results in “a new form of 
the previous participation in an enter- 
prise, involving no change of substance 
in the rights and relations of the inter- 
ested parties one to another or to the 
corporate assets.” 
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John P. McWilliams et. al. v. 
Commissioner (331 U. S. 694). 
Taxpayer sold securities at a loss. 

Simultaneously he ordered his broker 

to purchase the identical number of 

shares of the same stock for the account 
of his wife’s estate. Thus he endeavored 
to establish tax losses without giving up 
family possession of the security. At 
the same time, the petitioner believed 
that he was avoiding the restrictions of 

Section 24(b) which disallows losses 

on sales of property made “directly or 

indirectly between members of a 

family.” 

The Supreme Court held that sales 
and purchases of the type described 
above, although consummated through 
an exchange with unknown third par- 
ties, nevertheless represented “indirect” 
sales between members of the family 
and hence deduction of the resultant 
losses was not permissible. It should 
be noted that the disallowance was 
based on the “family sale” and not the 
“wash sale” rule. Thus, not only was 
the loss disallowed as a deduction but 
the family was left with the new and 
lower cost basis. 


Family Partnerships 


The principles of the now famous 
Tower and Lusthaus decisions have 
been imprinted indelibly in the minds 
of all tax practitioners. The Supreme 
Court held that the questioned member 
of a family partnership must contribute 
either vital services or original capital 
in order to be sustained as a valid part- 
ner. Although the mere repetition of 
the Tower and Lusthaus conclusions 
may not seem warranted at this late 
date, a study of their effect on 1947 
family partnership decisions should be 
of interest. 

Of 44 Tax Court decisions issued in 
1947, dealing with family partnerships, 
32 were untavorable to the taxpayer, 
i.e, more than 70% of the total. Of 
the remaining twelve cases, ten involved 
partnerships wherein all of the mem- 
bers contributed original capital and/or 
vital services. Based upon the facts pre- 
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sented, these partnerships should never 
have been questioned by the Depart- 
ment, let alone litigated. That the tax- 
payers were required to go to the Tax 
Court for relief indicates fully the vigor 
of the Department’s asault upon family 
business arrangements. 


The remaining two cases are of special 
interest and warrant individual consid- 
eration. In the first, the family arrange- 
ment consisted of a father and trusts 
for his two minor children. The mother 
and not the father was the settlor. The 
corpus of the trusts consisted of the 
mother’s interest in the business which 
apparently emanated from capital origi- 
nating with her. The Tax Court held 
that if the mother had invested her busi- 
ness interest in the partnership, she 
would have been recognized as a valid 
partner. “She chose instead to allow 
her two minor daughters to participate 
in the partnership business through 
trusts created by her for their benefit.” 
This, the Tax Court permitted, giving 
rise to the hope that the subdivision of 
the partnership interest of an inactive 
but valid partner would be recognized. 
Selma E. Goerlich et al. v. Commis- 
sioner, Tax Court Memo Decision, 
Dockets Nos. 6195 and 6196, January 
22, 1947. 


In the other case to be considered, 
the Tax Court surprised most practi- 
tioners by recognizing the validity of a 
partnership consisting of the taxpayer, 
his wife and sister. Taxpayer was an 
active member of a partnership. In 
1940, incorporation was contemplated. 
Taxpayer offered sotck in the proposed 
corporation to his wife and sister in 
exchange for some other securities 
which he had conveyed to them by way 
of completed gifts in 1937. The plans 
for incorporation fell through and in- 
stead, a new partnership was formed. 
Taxpayer's 50% interest was subdi- 
vided and an 11% interest each was 
assigned to his wife and sister for the 
same previously described considera- 
tion. The Court concluded that there 
was no element of gift involved in the 
transfer of partnership interests to the 
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wife and sister and hence recognized 
the resulting partnership as valid. S. E. 
Boozer v. Commissioner, Tax Court 
Memo Decision, Docket No. 9297, 
August 28, 1947. 

Would the decision in this case have 
been the same if the 1937 gift had been 
made in the form of cash instead of 
securities ? Would the Tax Court never- 
theless have ruled favorably if the 
special circumstances involving the con- 
templated incorporation had not ex- 
isted? Unless these questions can be 
considered as answered in the affirma- 
tive, this decision must remain limited 
in its scope to the facts of the case. The 
writer believes that tax practitioners 
as yet cannot rely too heavily on this 
ruling although it has already been cited 
favorably in a Circuit Court decision. 

Sixteen decisions involving the fam- 
ily partnership issue were released dur- 
ing 1947 by the various Circuit Courts 
of Appeal. Only 4 were favorable to 
the taxpayer and in one of these, the 
questioned partner rendered vital serv- 
ices. The other 3 favorable decisions 
will be considered in detail. 

Where the partnership interests of 
petitioner’s wife and two children were 
acquired not from himself but from his 
brothers who were active partners, the 
principles of Tower and Lusthaus were 
deemed inapplicable. Ed. Dubinsky 
Durwood et al. v. Commissioner, C.C.A. 
8, February 6, 1947. 

The second case is of wider import 
and tax practitioners are eagerly watch- 
ing to see whether the Department will 
take this case to the Supreme Court and 
whether other Courts will take note of 
this decision. The facts briefly stated 
are as follows: 


(a) In 1937, taxpayer conveyed stock in 
a closely held corporation to his wife, two 
sons and two daughters. All of these in- 
dividuals at various times rendered some 
services to said corporation. 

(b) Additional transfers by petitioner 
and his wife to the four children were 
made in 1938, 1939, and 1940. 


(c) In 1940, the corporation was dis- 
solved and the stockholders were consti- 
tuted partners in a successor partnership. 
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The Tax Court recognized the sons 
who were active in the business as valid 
partners, but declined to acknowledge 
the validity of the partnership interests 
of petitioner’s wife and daughters. 

The Circut Court overruled the lower 
body and held that: 

(a) The various conveyances of stock 
were valid and complete albeit informal in 
nature. 

(b) The services of both the wife and 
daughters contributed to the development 
of the business “in substantial measure.” 

(c) At the time of conveyance of stock, 
no partnership was contemplated and hence, 
ulterior motives cannot be read into the 
gifts. 


On the basis of the foregoing, peti- 
tioner’s wife and two daughters, as well 
as his sons, were all accepted as bona 
fide members of a partnership. Howard 
B. Lawton et al. v. Commissioner, 
C.C.A.-6, November 24, 1947. 

The last favorable Circuit Court de- 
cision is the case of T. T. Simmons v. 
Commissioner, C.C.A. (5), November 
4, 1947. The court held that none of 
the partnership income could be taxed 
to the husband after he had mace an 
outright and completed gift to his wife 
of his entire interest in the business. 
The Court considered this situation 
different from the usual one, wherein 
the husband merely splits the ownership 
of his interest with his wife but con- 
tinues in control of the business. 

One cannot leave the field of family 
partnership litigations without noting 
three District Court cases decided in 
1947 sustaining the taxpayers. Disre- 
garding the rationale of the Tower and 
Lusthaus decisions, the jury in the first 
two cases and the judge in the last rec- 
ognized the validity of the family ar- 
rangements before them. Knott v. Allen 
—D. C., Georgia, January 15, 1947; 
Mallory v. Allen—D. C., Georgia, No- 
vember 13, 1947; Schepps v. Arnold— 
D. C., Texas, June 9, 1947. 

Although these three decisions are 
not the final word on the issue, not even 
of the specific cases decided, neverthe-- 
less, they certainly indicate that tax 
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practitioners must constantly consider 
the advisability of trying their family 
partnership cases in the District Courts 
instead of before the Tax Court. 


Tenants by the Entirety 


In this era of consistent judicial con- 
demnation of family partnerships, one 
views with wonder and possible envy, 
the 1947 cases upholding the validity of 
divisions of income between husband 
and wife as tenants by the entirety. 

In one decision the Tax Court con- 
demned a family partnership between 
husband and wife while, at the same 
time, accepting the equal division of 
profits from the sales of property held 
as tenants by the entirety under the law 
of the State of Oregon. Edwin F. 
Sandberg, 8 T.C. 423, February 27, 
1947, 

In prior years, the effectiveness of 
state laws concerning tenants by the en- 
tirety in dividing family income was 
upheld for Pennsylvania, Michigan and 
Florida. George K. Brennan, 4 T.C. 
1260; Paul G. Greene, 7 T.C. 142; and 
I.T. 3235, CB 1938-2, p. 160. In 
Pennsylvania this form of ownership 
extends to personal property as well as 
realty. 

There are, of course, limitations to 
the generosity of the courts in these 
matters of joint ownership, raised to 
prevent abuse: 


(a) The facts of ownership must be 
clearly established. Ben Schwayder, Tax 
Court Memo Decision, Docket No. 4462, 
March 31, 1947. 


(b) State law restrictions must be ob- 
served. Thus in certain states, common 
law prevails, and requires the taxing of the 
entire income to the husband despite the 
existence of joint ownership. North Caro- 
lina and Massachusetts are examples of 
such states. I.T. 3878—1947. 


(c) Losses must be divided as well as 
gains. Walter G. Morley v. Commissioner, 
8 T.C., 904. 


(d) Where tax evasion is the sole mo- 
tive, the legalities of the family property 
rights will be set aside. E. M@. Godson, Tax 
Court Memo Decision, Docket No. 4913, 
July 24, 1946. 
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Income Tax Decisions of 1947 


Section 102 Penalty Surtax 


Tax practitioners were alerted for a 
scheduled Treasury Department on- 
slaught on corporations deemed to be 
improperly accumulating surplus by 
the inclusions of the new question #8 
on page 3 of the 1946 Form 1120. This 
question requested reasons for failure 
to distribute at least 70% of the net in- 
come after all surplus charges. Because 
of this renewed interest in Section 102, 
all court decisions affecting this code 
section are worthy of study. 


The most searching court analysis of 
the applicability of the Section 102 
penalty surtax came in the adverse Dis- 
trict Court decision, World Publishing 
Company v. U. S., Northern District 
of Oklahoma, May 16, 1947. The fol- 
lowing observations were noted by the 
writer in his original perusal of the 
Case: 

(a) Petitioner was not an investment 
company but an active business concern, a 
publishing corporation. 

(b) Bona fide plans for expansion in 
plant and equipment evidenced by purchase 
contracts were submitted and accepted by 
the court. Only the war and equipment 
shortages prevented the fulfillment of these 
plans. 

(c) The court observed that the expan- 
sion program could not be accomplished in 
a short period of time and hence would 
not require the full purchase price to be 
available in cash at any one time. a 

(d) A proposed venture into the radio 
broadcasting business was considered not a 
part of the needs of the business of pub- 
lishing a newspaper. 

(e) The court observed that the tax- 
payer: (1) had no debts other than normal 
operating ones; (2) had virtually no com- 
petition; (3) had no patents with limited 
life upon which its income was based; (4) 
had no serious labor problem; (5) had no 
war or peace conversion problem; and (6) 
was not dependent on foreign trade. 


In arriving at its adverse decision, 
the Court observed that the immediacy 
of the need for funds for expansion was 
equally as important as the need itself 
in determining the propriety of accumu- 
lated earnings. 

The harshness of this decision, how- 
ever, is offset by the fact that it came 
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from a lower court and that the Tax 
Court has ruled favorably in all of its 
1947 Section 102 cases: Lion Clothing 
Company v. Commissioner, 8 T.C. 
1181; Kennedy Nameplate Company, 
Tax Court Memo Decision—Docket 
No. 6695—May 29, 1947; Gus Blass 
Company v. Commissioner, 9 T.C., No. 
3—July 8, 1947. 


War Losses 


Tax decisions during 1947 involving 
War Losses claimed under Section 127 
of the Code dealt severely with the 
aspirations of the various petitioners. 
Generally speaking, the court found 
that the taxpayer had failed to establish, 
by weight of evidence, the cost of the 
assets lost and their existence and own- 
ership as at the statutory date of loss. 
Ernest Adler v. Commissioner, 8 T.C. 
726; Eric H. Heckett v. Commissioner, 
8 T.C. 841; Leon Block v. Commis- 
sioner, Tax Court Memo Decision, 
Docket No. 6398—April 23, 1947 ; Paul 
Saxl v. Commissioner, Tax Court 
Memo Decision, Docket No. 7606— 
April 29, 1947; Benjamin Abraham v. 
Commissioner, 9 T.C. 222. 

In both the Heckett and Abraham 
cases, partial allowances were allowed 
by the courts where it was felt that the 
taxpayer had established the required 
facts as to cost, ownership, and exist- 
ence of securities in one case and real 
property in the other. 


Sale of Assets by Corporation 
or its Shareholders 


In the past few years, taxpayers have 
discovered that the sale of corporate 
assets at a profit, by the corporation 
itself, involved the imposition of a 
double tax, one upon the corporation 
and the other upon the stockholders 
when the corporation was liquidated. 
Attempts to avoid the apparent penalty 
by first liquidating the corporation and 
then selling the assets met with a seri- 
ous setback in 1945 when the Supreme 
Court released its now famous Court 
Holding Company decision, 324 U. S. 
331. The court held that where the facts 
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indicated that the stockholders were 
acting on behalf of the corporation in 
making the sale, the gain therefrom 
would be taxed first to the corporation. 
The issue in these cases will always 
resolve itself into a question of fact 
leading to the determination as to who 
was the actual seller, the corporation or 
the stockholders. 

In the case of Howell Turpentine 
Company v. Commissioner, C.C.A. (5), 
June 4, 1947, the court found for the 
taxpayers and ruled that the stockhold- 
ers and not the corporation had sold the 
property and incurred the taxable gain. 
Taxpayers with this problem or who are 
contemplating this type of transaction 
should study the facts and conclusions 
reflected in the above proceedings. 

On the other hand, the corporation 
was deemed taxable as the true seller of 
its assets in the two following decisions: 
Wichita Terminal Elevator Co. v. Com- 
missioner, C. C. A. (10)—May 12, 
1947 ; Benjamin Guiness v. U. S., U.S. 
Court of Claims—July 7, 1947. In the 
first instance, negotiations were initi- 
ated while the corporation was in exist- 
ence and were conducted by a corporate 
officer and stockholder acting as “agent 
for the stockholders of the corporation.” 
The final negotiations leading to the 
sale took place while the process of 
liquidation and dissolution was taking 
place. Dissolution was not completed 
when the written contract of sale was 
executed. On the basis of the foregoing, 
it was held that the negotiating officer 
was acting for the corporation in mak- 
ing the sale. 

The facts of the second case are too 
complicated and specialized to warrant 
repetition. Suffice it to say that the 
liquidation and sale of the corporate 
were virtually simultaneous. 
Upon this basis the court chose to ig- 
nore the intervening step and con- 
sidered the sale as consummated by the 
corporation. 


accets 
assets 


Option as Compensation 

Petitioner, pursuant to an option 
given him by the president of the cor- 
poration of which the petitioner was an 
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employee, elected to purchase stock 
irom said corporate officer, at less than 
market value. The stock in question 
was stock of the employer corporation. 
Basing its opinion on the famous Su- 
preme Court decision, Commissioner v. 
Smith, 324 U.S. 177, the Tax Court 
ruled that the petitioner had received 
an economic benefit from the exercise 
of the option ; that said benefit was con- 
nected with and grew directly out of his 
employment ; that the option was not a 
gift from the grantor. As a result, the 
petitioner was taxed on the difference 
between market and option value as 
additional compensation. Wanda V. 
and C. A. Van Dusen v. Commissioner, 
8 T.C. 388. 

In connection with this decision the 
writer raises the following questions: 

(1)Does the president of the corpora- 
tion secure a deduction equal in amount to 
the income taxed to the donee of the 
option? 

(2) If not, does the corporation secure 
the deduction as compensation for services 
rendered? 

(3) In measuring any gain or loss on the 
sale of stock, what amount should be in- 
cluded as sales proceeds, option price or 
market value? 


Cancellation of Indebtedness— 
Income 


The Treasury Department has appar- 
ently never forgiven the Supreme 
Court for its American Dental Co. deci- 
sion in which a gratuitous forgiveness 
of indebtedness was deemed a gift and 
not taxable income. It has fought an 
unrelenting battle, at first to defeat, 
and, failing this, to delimit its effect. In 
1947, the Department lost further 
ground in this battle. 

The Tax Court relied on the Ameri- 
can Dental Co. decision in holding that 
no income was realized when a debt was 
cancelled for less than its face value as 
the result of direct negotiations between 
debtor and creditor. The fact that the 
agreement partially cancelling the debt 
also covered a sale of realty from the 
creditor to the taxpayer did not alter 
the decision in any way. The simultane- 
ous purchase did not constitute consid- 
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eration. National Ice and Cold Storage 
Co. of California, Tax Court Memo De- 
cision, Docket No. 7318, January 31, 
1947. 

Where a corporation repurchased its 
bonds at a discount directly from the 
holders of the bonds, the resultant dis- 
count will not be considered taxable 
income but will be viewed as a gift 
under the American Dental Co. rule. 
The taxpayer will not be required to 
adjust the basis of its assets as required 
by Section 22(b) (9) of the Code. The 
key to this decision is the direct negotia- 
tion between the debtor corporation and 
the bondholder. Where a corporation 
retires its bonds at a discount by pur- 
chases in the open market, the rule of 
this case will not apply. Lewis F. Jacob- 
son, C.C.A. (7), December 5, 1947. 


Corporate Sales of Own Stock 

In two cases decided during 1947, the 
courts held that the petitioner corpora- 
tions were not dealing in their own 
stock as they would in the shares of 
another in the following instances: 


(a) Sales of the stock were made by 
the corporation pursuant to an agreement 
of its stockholders that the shares would 
always be held solely by those responsible 
for its operation and in proportion to their 
contributions of services toward its success. 
Rollins Burdick Hunter Co. v. Commis- 
stoner, 9 T.C., 169. 

(b) Sales of the stock were made by the 
corporation only to employees who demon- 
strated talent and ability and who con- 
tributed to the success of the business. 
Purchases of the stock were sometimes 
made from retiring stockholders. All pur- 
chases and sales were made at book value 
without any negotiation as to price. The 
original supply of the stock was donated 
to the corporation by stockholders to initi- 
ate a plan of rewarding outstanding em- 
ployees. Batten, Barton, Durstine & 
Osborne Inc. v. Commissioner, 9 T.C., No. 
63—September 25, 1947. 


The Court found that no taxable gain 
had been incurred by the petitioners in 
both of these cases. 


Personal Holding Company— 
Penalty 


The applicability of the negligence 
penalty for failure to file personal hold- 
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ing company returns under Section 
291(a) of the Code has been the sub- 
ject of considerable litigation during 
1947. The conclusions of the court have 
not been crystal clear in their broad 
implications to other taxpayers, but it 
has seemed to the writer that a degree 
of liberalism and common sense has en- 
tered the scene. 


The penalty was imposed in the case 
of Orient Investment & Finance Com- 
pany v. Commissioner, Tax Court 
Memo Decision, Docket No. 7003, Jan- 
uary 8, 1947, where taxpayer’s prin- 
cipal officer claimed ignorance of the 
law and reliance upon the corporation’s 
certified public accountants who main- 
tained its records and prepared its re- 
turns. All of the factors of income and 
stock ownership fixing personal holding 
company status were available and ap- 
parent. The matter of filing such re- 
turns was apparently never considered 
or discussed. The court concluded that 
liability to file such returns was obvious 
and the “unexplained failure to do so” 
rendered the taxpayer liable for the 
statutory penalty. This view was sus- 
tained in Palm Beach Trust Company 
v. Commissioner, Tax Court Memo 
Decision, Docket No. 9569, November 
28, 1947. 


In four subsequent decisions rendered 
later in the year, the Courts held for 
the taxpayer and concluded that the 
Commissioner erred in imposing this 
penalty. Generally the factors leading 
to this favorable finding were the fol- 
lowing : 


(a) The nature of taxpayer’s income 
were such as to render questions of per- 
sonal holding company status unclear and 
disputable. 


(b) Taxpayer sought the advice of re- 
putable tax counsel, discussed the specific 
problem of personal holding company 
status, and relied upon the advice received. 
Safety Tube Corporation v. Commissioner, 
8 T.C., 757; Hatfried Inc., et. al. v. Com- 
missioner, C.C.A. (3) —June 11, 1947; 
Frederick Smith Enterprise Co., Tax 
Court Memo Decision, Docket No. 11158— 
June 4, 1947; Garrett Holding Corporation 
v. Commissioner, Tax Court Memo Deci- 
sion, Docket No. 9381—November 28, 1947. 
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In the Hatfried decision, taxpayer 
relied upon the incorrect advice of his 
accountant and the court commented 
on that fact in the following manner: 
“Previously we pointed out that the 
Treasury Department has long given sanc- 


tion to the practice of taxpayers in enlist- 
ing the aid of accountants in the prepara- 
tion of their tax returns. To this may be 


dded that the Treasury Department regu- 
y admits accountants to practice before 
it in representation of taxpayers and the 
lax Court does the same. 


1 








“To accord the status of ‘experts’ on the 
tax laws to accountants for representation 
purposes and then to hold that taxpayers 
who entrust to them the task of preparing 
their tax returns run the risk of paying 
heavy penalties should they err in the dis- 
charge of their assignment creates an 
absurd situation.” 


“Substance and Not Form!” 


The above shibboleth has become vir- 
tually a battle cry of the Department 
*and the courts. Taxpayers have heard 
it to their dismay for many years and 
1947 was no exception. This issue was 
raised in the following cases with vary- 
ing results which should be of interest 
to many taxpayers and practitioners. 


Assignment of Patents or 
Patent Rights 

Petitioner licensed several patents 
owned by himself to a corporation of 
which he owned 89% of the outstand- 
ing stock. Material royalties were to 
be paid and were, in fact, paid by the 
corporation pursuant to these licensing 
agreements. All agreements were sub- 
ject to cancellation by either party with- 
out liability for damages or breach. 
After the agreements were executed, 
taxpayer assigned his rights under said 
agreements to his wife by way of gift. 
Thereafter taxpayer’s wife reported all 
of the royalty income on her separate 
return. 

The Tax Court attempted to tax 
these royalties to the petitioner ruling 
that he retained sufficient control over 
the income to be taxed thereon. The 
following were considered incidents of 
control: 


(a) Petitioner controlled the licensee 
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corporation by way of his ownership of 
89% of the stock. 

(b) Licensing agreements were subject 
to short-term cancellation rights by either 
party. 

(c) Petitioner retained ownership of the 
patents. 


The higher court, ruling in favor of 
the taxpayer, stated the following: 

(a) The assignment of the royalty 
agreement rights constituted a gift of in- 
come-producing property and not a gift of 
income. |The agreements and not the pat- 
ents were deemed to be the “trees” of 
which the royalty income was the “fruit”. 

(b) Petitioner’s powers to terminate 
agreement stemmed from his position as 
director of the licensee corporation. The 
court cannot base a decision upon conjec- 
tured or possible fraud by way of violation 
of petitioner’s duties and authority as di- 
rector. 

Joseph Sunnen v. Commissioner,C.C.A. 
(8)—April 28, 1947. 

In another case decided later in the 
year, an assignment of a royalty agree- 
ment to petitioner’s wife was held suffi- 
cient to tax the resulting royalty income 
to the wife. Petitioner, as compensation 
for financing services rendered to a cor- 
poration, became entitled to receive a 
stipulated percent of royalties from the 
‘‘Kodachrome” process. Petitioner as- 
signed all his interest in such process 
to his wife. It was held by the Tax 
Court that the royalties received by the 
wife were not taxable to the petitioner. 
Lewis L. Strauss v. Commissioner, 8 
TX, 1. 

In both of these cases,- the courts 
were convinced that substance and form 
coincided and that the transactions 
were, in fact, what they purported to 
be. They did not find this to be the 
situation in the case of Henry J. Taylor 
v. Commissioner, Tax Court Memo 
Decision, Docket No. 8897, July 11, 
1947. Here petitioner assigned a 25% 
interest in certain patents and royalties 
to his wife for no consideration, and 
pursuant to an oral agreement. The 
husband retained the unrestricted right 
to contract for, make, design and sell 
articles covered by the patents and to 
sub-license others. Royalties were paid 
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to the husband’s agent and the wife 
drew upon the husband’s account. 

The court concluded, on the basis of 
the facts submitted, that the petitioner 
had not parted with any substantial in- 
terest in the income-producing prop- 
erty, and therefore, taxed all of the in- 
come to him. In effect the courts found 
no direct relationship between the pur- 
ported form of the family arrangement 
and the realities thereof. 


Asssigninent of Stock 

Taxpayer attempted to divide divi- 
dend income between himself and his 
wife on the ground that the stock in 
question was owned jointly as tenants 
by the entireties. The Tax Court found 
that the stock had been purchased by 
the petitioner in his own name, from his 
own earnings, and that he had posses- 
sion and control over the stock at all 
times. Petitioner failed to prove the 
validity of his claims that his wife had 
contributed to the purchase and had 
actually received one-half of the divi- 
dends. Pen Schwayder, Tax Court 
Memo Decision, Docket No. 4462— 
March 31, 1947. 

Petitioner purportedly sold securities 
to his son, who reported all dividend 
income thereafter. On the basis of the 
following factors, the court found that 
the sale was not bona fide and that the 
income from the securities must be 
taxed to the petitioner. 

(1) Petitioner retained voting rights on 
stock. 

(2) Stock remained pledged as collaterai 
for petitioner’s loan. 

(3) Dividends on said stock were im- 
mediately loaned to petitioner. 


John F. Gouldman, Jr., Tax Court 
Memo Decision, Docket No. 11139, 
June 18, 1947. 


In similar fashion the Court of 
Claims ruled that a purported gift of 
stock of a controlled corporation from 
petitioner to his wife was incomplete 
and the petitioner was taxed on divi- 
dend income therefrom. In deciding 
that petitioner had never surrendered 
dominion and control over the subject 
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of the conveyance, the court relied on 
the following circumstances: 

(a) Manual delivery of the stock cer- 
tificates were never made. 

(b) Wife never received notice of stock- 
holder’s meetings, never attended such 
meetings and never issued proxies for her 
stock. 

(c) Dividends were never paid directly 
to stockholders but were credited to in- 
dividual accounts on the books of the cor- 
poration. Transfers were made from one 
account to the other without apparent re- 
gard to their separate identity. 

(d) Petitioner’s wife agreed that peti- 
tioner might use her credit balance as he 
needed it and amounts standing to her ac- 
count were occasionally transferred to his 
account. 

(e) In personal financial statements is- 
sued by the petitioner, the stock, supposedly 
belonging to his wife, was included among 
his own assets. 

Roy B. Sewell v. United States, U. S. 
Court of Claims, October 6, 1947. 


Miscellaneous Decisions 


Without attempting to arrange them 
in any particular order, either of occur- 
rence or importance, the writer presents 
the following listing of miscellaneous 
court decisions which seem worthy of 
comment: 

Sales of Realty 

Loss on sale of former residence after 
being rented for a short period of time, 
held to be an ordinary loss from sale 
of property used in trade or business. 
A similar ruling was applied to in- 
herited realty which was never occupied 
by the taxpayer. A loss on the sale of 
a dwelling used in taxpayer’s business 
of renting properties was deemed to be 
an ordinary loss from property used in 
trade or business. Daniel F. and Helen 
Norton v. Commissioner, Tax Court 
Memo Decision, Docket No. 8670— 
December 31, 1946; Arthur and Mary 
Scully v. Commissioner, Tax Court 
Memo Decision, Docket No. 9072-— 
February 11, 1947; William H. Jami- 
son Vv. Commissioner, 8 T.C., 173. 

On the other hand a Circuit Court 
ruled gains on sale of subdivided plots 
to be capital gains where the principal 
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owner, an attorney, held them for 13 
years without improving or selling 
them. At that point the owners ar- 
ranged for a builder to buy them at an 
agreed list price as he required them. 
The builder improved the plot, sold the 
house, arranged the financing, etc. The 
court ruled that the builder in this case 
was occupied in the trade or business 
of selling realty; the lawyer and his 
associates were merely liquidating their 
investment. Hence, the.gains of the lat- 
ter group are deemed capital gains. 
John L. Fahs v. J. T. G. Crawford 
et. al., C.C.A. (5)—April 25, 1947. 


Inventories 

An arbitrary discount of 10% of in- 
ventory for shelf wear, outmoding fash- 
ions, market fluctuations, and handling 
damages, was not permitted where tax- 
payer could not prove that the resultant 
figures represented the lower of cost or 
market. The Gem Jewelry Co., Inc., 
Tax Court Memo Decision, Docket No. 
8921—January 13, 1947. 

Where a taxpayer in mercantile busi- 
ness employed the cash basis for a long 
number of years, the court ruled that 
he was precluded from shifting to the 
accrual basis without the permission of 
the Commissioner. The method hereto- 
fore consistently employed by the tax- 
payer was held to fairly reflect income 
despite the fact that inventories were 
a material income-producing factor. 
Maurice W. Simon v. Commissioner, 
Tax Court, Memo Decision, Docket 
No. 8851—January 24, 1947. 


Petitioner had consistently followed 
the practice in prior and current years 
of charging all purchases of bottles and 
cases to expense in the year of pur- 
chase. The Commissioner had appar- 
ently accepted this practice in prior 
years. Tax Court held that these bot- 
tles and cases were properly excluded 
from inventory at the close of the cur- 
rent taxable year. Estate of Hugh 
Smith, Deceased v. Commissioner, Tax 
Court Memo Decision, Docket No. 
8425—March 31, 1947. 





126 


Accounting Methods 


Petitioner billed for certain labor 
charges before performing them. At the 
close of each year, petitioner accrued 
and deducted the actual calculated cost 
of the labor required to perform the 
billed services. This procedure had been 
followed by the taxpayer consistently 
for a term of years. The court 
ruled, that the method adopted, cor- 
rectly reflected income and permitted 
the deduction of the estimated cost of 
labor. Towers Warehouses, Inc., Tax 
Court Memo Decision, Docket No. 
7862—January 27, 1947. 


In another case decided later in the 
year, the petitioner received payment 
for services to be performed in the fu- 
ture. These billings were not taken 
into income when billed and recevied, 
but were credited to a Deferred Income 
account called “Reserve for Handling 
Out”. This account was reversed into 
income when the specified services were 
performed. The Tax Court ruled that 
the amount set aside in the Reserve 
must be included in gross income when 
payment was received. The Court dis- 
tinguished this case from the aforemen- 
tioned “Towers Warehouses” decision, 
by merely stating that the latter pro- 
ceedings dealt with the question of a 
deduction and did not concern itself 
with an element of gross income. To 
the writer this seems to be a distinction 
without a difference. As between the 
two cases, however, the writer believes 
that the later case, although unfavor- 
able, is sounder law and that the 
Towers Warehouses decision should 
not be too heavily relied upon. Capital 
Warehouse Co., Inc. v. Com’r., 9 T.C.. 
No. 127—November 24, 1947. 

Petitioner, a bus company, adopted 
the practice of including in taxable in- 
come, bus tickets collected for rides 
only. The Tax Court ruled that all pro- 
ceeds of ticket sales, even advance tick- 
ets, must be reported in income where 
money was received by taxpayer with- 
out restriction as to disposition. East 
Penn Transportation Co. v. Comr., 
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Income Tax Decisions of 1947 


Tax Court Memo Decision, Docket 
No. 10900—October 8, 1947. 


Non-Business Expenses 

Petitioner was sued as Administrator 
of an Estate for mismanagement. In 
order to avoid further litigation, tax- 
payer paid a sum of money to the suing 
beneficiaries. This settlement payment 
together with the legal fees paid in con- 
nection therewith were permitted by 
the court to be deducted as non-business 
expenses under Section 23(a)(2) of 
the Code. They were considered ex- 
penses in connection with the produc- 
tion of income notwithstanding the fact 
that petitioner, pursuant to the terms 
of the settlement, received no income as 
Administrator. Hyman Y. Josephs v. 
Commissioner, 8 T.C. 583. 

Dividends paid on stock borrowed to 
cover short sales were held deductible 
as non-business expenses and were not 
considered reduction of sales proceeds 
or additions to cost of securities sold. 
Commissioner v. Norbert H. Wiesler, 
C.C.A. (6)—June 3, 1947; Commis- 
sioner Vv. F, A, Wilson, C.C.A. (9)— 
September 15, 1947. Since the Second 
and Third Circuits disagree, this issue 
will probably be taken to the Supreme 
Court. 

Non-Deductible Losses 

Section 24(b) (1) (B) disallows loss- 
es on sales of property between corpora- 
tions and “individuals” owning a ma- 
jority of the stock of the corporation. 
The Tax Court ruled that the term 
“individual”, for the purposes of this 
Section of the Code, did not include 
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partnerships. Hence, where a partner- 
ship, owning 72% of the stock of a cor- 
poration incurred a loss on the convey- 
ance of property to said corporation, 
the courts held the loss deductible. 
George Whitney et al. v. Commissioner, 
8 T.C. 1019. 


Compensation 

Bonuses paid to partnership employ- 
ees from the personal funds of a partner 
held deductible by the individual part- 
ner as long as they satisfied all the 
other qualifications of compensation as 
to reasonableness, etc. The court dis- 
tinguished the situation from the one 
where the expenses of a corporation are 
paid by an officer. In the latter instance 
no deduction was permitted. Andrew 
Siarto, Tax Court Memo Decision, 
Docket No. 4021—January 7, 1947. 

The Tax Court sustained the disal- 
lowance of a portion of a salary paid 
by a partnership to its bookkeeper as 
unreasonable. The bookkeeper in ques- 
tion was not in any way related to 
either of the partners. Unreasonable 
compensation cases are not of them- 
selves unusual. This case, however, in- 
terested the writer because of the ques- 
tions it raised: 

(a) Since employer was not a corpora- 
tion, disallowed compensation cannot be 
deemed a dividend. Will it be considered 
a gift subject to Gift Tax? 

(b) If a gift, can recipient recover the 
income taxes paid thereon? 

James V. and Vincent F. Patton, Tax 
Court Memo Decision, Docket Nos. 
10275-6, April 30, 1947. 








The Tax Executive—His Place 
in Management 


By X. BENDER TANSILL, C.P.A. 


ip economic influences which gov- 
ern our modern mode of living are 
vast and complex. Those tremendous 
expenditures of wealth which helped 
this nation to stave off defeat and 
slavery in World War II have placed 
the mantle of taxation upon our shoul- 
ders for generations to come. Costs of 
operating government today—federal, 
state, municipal—have increased ten- 
fold in the last few decades. New 
sources of revenue are the ever-present 
subject of research by taxing authori- 
ties. 

Sagacious corporate management, 
knowing full well the necessity of meet- 
ing modern business needs with highly 
trained specialists, has seen fit to estab- 
lish its tax executives in a vital rdle in 
its directing council. Many large corpo- 
rations have placed their tax managers 
in corporate positions of importance 
and others have elevated the position 
of tax executive or tax manager to that 
of equal importance with the treasurer 
and the controller. The General Foods 
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Corporation is a notable example of this 
manner of dealing with the situation. 
In its “G. F. Stockholders News Let- 
ter” of January 2, 1947, (Volume 7, 
Number 1), it set forth an organization 
chart showing the grouping of its finan- 
cial executives. The financial vice- 
president of the corporation is shown as 
the head of this coterie, with the “tax 
manager”, the controller and the treas- 
urer; each of equal importance and in- 
dependent of each other, answerable 
directly to the financial vice-president, 
in the next lower echelon. 


The tax executive holds a unique 
position in corporate management. In 
the recent past, tax executives of many 
of the largest corporations have banded 
themselves together and have organized 
an institute of tax men, known as the 
Tax Executives Institute. These tax 
men have gained the confidence and 
respect of both the federal and _ state 
tax administrators. The annual confer- 
ences of the Institute have been very 
productive in bringing about a better 
understanding of tax problems and 
their solution as between the federal 
and state tax authorities and corporate 
tax executives. 

It is very interesting to note, from 
the membership rolls of this association, 
that most of these tax men and their 
assistants are accountants. This would 
seem to indicate that the acountant, 
more than anyone else, is the one who 
is most interested in the matter of taxes 
and the preparation of tax returns and 
other tax data for the federal and the 
state governments alike. Moreover, it 
should be mentioned in passing that the 
vast majority of the men who examine 
tax returns, conduct hearings, and make 
most of the decisions thereon, for both 
the federal and the state governments, 
are accountants. 
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The Tax Executive—His Place in Management 


Need for Tax Men 


One of the important needs in busi- 
ness today is for more trained tax men. 
The repeal of the excess profits tax by 
the federal government has brought in- 
to clearer focus the state tax panorama. 
During the War the state tax problem 
was of minor importance as it repre- 
sented a final cost to corporate industry 
of fifteen and a half cents to twenty- 
eight cents, approximately, on the dol- 
lar. With the rescinding of the excess 
profits tax, the final cost of state taxes 
to corporations, in general, now ranges 
from sixty-two cents to seventy-nine 
cents on the dollar. For example, in the 
case of a corporation which has a tax- 
able net income for federal tax purposes 
of $50,000 or more, every dollar of state 
tax paid represents a deduction against 
taxable net income (federal) of thirty- 
eight per cent. Accordingly, only thirty- 
eight cents of the state tax dollar is, in 
effect, mitigated or offset by the federal 
taxes, normal and surtax, leaving an 
actual loss of sixty-two cents for each 
dollar of state taxes paid. 


Thirty or more of our states impose 
taxes on or measured by the net income 
of corporations. The tax laws of most 
of the states are dissimilar and the ap- 
portionment formulae in use by them 
run the gamut of bases. Corporations 
which are registered to do business in 
many states are required to have exten- 
sive tax libraries in order to cope with 
the situation. 


Controllers and treasurers, faced with 
the mighty task of merely keeping 
abreast of current developments in fi- 
nance, costs, accounting and auditing 
procedures, the furthering of internal 
control, the preparation of accounting 
manuals and the like, are finding it more 
and more difficult to try to keep up with 
the kaleidoscopic changes in federal and 
state taxing requirements. Myriad 
court decisions, regulations, rulings, 
articles, tax services, alone are enough 
to keep one engaged full time in reading 
and trying to interpret them. The tax 
executive, more than ever before, is a 
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very necessary adjunct to the successful 
operation of neoteric business. 

It is not enough to be possessed of a 
tax department and tax executives. The 
top stratum of corporate officials should 
come to realize the necessity of refer- 
ring proposed financial ventures or com- 
mercial transactions to tax executives 
in order that any tax implications con- 
tained therein may be weighed in the 
balance and proper consideration be 
given to them. Only too often unneces- 
sary risks and hazards are encountered 
or brought to light after a deal or trade 
is made which could have been avoided 
if the tax consequences had been re- 
viewed in advance. Quite frequently a 
great mass of unnecessary work and 
careful research are required to try to 
circumvent an unfavorable tax outcome, 
of an otherwise simple solution. 


Tax Training 


The matter of training the tax ac- 
countant is of utmost importance. Many 
colleges have inaugurated courses in 
taxes but, to date, there has not been 
enough emphasis placed upon this sub- 
ject. Some universities have recently 
organized specialized tax sessions in 
some of the more important phases of 
taxation, yet this is only a beginning. 
Up to the present time most tax men 
have had to acquire their tax training 
the hard way—by arduous work and 
toilsome research—without the benefit 
of college courses in taxation. The 
majority of them have long since been 
graduated from college and have had 
years of service with the taxing 
branches of the government or in the 
tax departments of private industry or 
public accounting firms. 


Organization of the Corporate 
Tax Department 


The organization of a corporate tax 
department has not been standardized 
as yet. There appear to be two schools 
of thought regarding the proper ar- 
rangement and structure thereof in the 
case of large corporations which have 
many affiliated companies. One holds 


129 








The New York Certified Public Accountant 


that there should be a complete separa- 
tion of work as between the federal sec- 
tion and the state section whereas the 
other contends that the federal and state 
sections should be interchangeable. The 
former believes that the senior tax ac- 
countants in the federal section should 
busy themselves with federal matters 
only and those in the state section 
should only handle state matters, where- 


- 


as the latter feels that the senior tax 
accountants should have their work as- 
signed to them on a company basis so 
that both federal and state tax matters 
for a particular company would be 
handled by the same individual. 

A typical organization chart of a 
corporate tax department for a larger 
type corporation with many affiliates, 
is set forth below: 








Tax Manager * 











r 








Federal Section 


Senior Tax Accountant 
Senior Tax Accountant 
Junior Tax Accountant 


File Clerk 


Stenographer 





State Section 


Senior Tax Accountant 
Junior Tax Accountant 
Stenographer 


Property Tax Section 





Senior Tax Accountant 
Junior Tax Accountant 
Stenographer 


ae 














Typist 


File Clerk 











* This includes a secretary for the Tax Manager. 


** File clerks for federal and state sections will take care of the files of the property tax section. 
Note: The stenographers will be used interchangeably as between the federal, state and property tax sec- 


tions according to the work load. 


In an organizational plan such as is 
shown above, many specialized tax 
tasks can be provided for. As an ex- 
ample, one of the senior tax account- 
ants in the federal section may be as- 
signed to the work regarding the for- 
eign tax needs of the department. 


Tax Working Papers and Files 


Much importance should be placed 
upon the working papers of a tax de- 
partment. Usually several years elapse 
after a federal tax return has been filed 
before it is audited in the field by a 
a revenue agent. Therefore, nothing 
should be left to memory or guesswork. 
Everything pertaining to a tax return 
must be carefully recorded and docu- 
mented in order that a proper and ex- 
peditious showing of all the facts may 
be made whenever the corporate tax 
deparment is called on to produce its 
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records. There is nothing quite so con- 
vincing to a revenue agent, and to cor- 
porate management as well, as a ready 
and direct reply regarding the informa- 
tion which supports tax returns and 
other tax data. 


A tax department’s files should be so 
set up that the information therein con- 
tained is readily available. It is a good 
policy to file each tax year separately 
and the file of each year should be di- 
vided into several sections. One of these 
sections should be for documents— 
revenue agent’s reports, A-2 letters, 
waivers, claims, originals of letters 
granting extensions, taxpayer's pro- 
tests, and the like—and should be 
known as the document file for that 
year; another section should be for the 
completely typed copy of the tax return 
with all the schedules and necessary 
papers attached thereto (this copy 
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The Tax Executive—His Place in Management 


should be conformed to the original re- 
turn); a third section should contain 
the working papers and the working 
copy of the tax return and schedules; 
and a fourth section should be devoted 
to correspondence. It is advisable to 
keep a running log or account, in the 
document section of the file, regarding 
everything that has happened during 
the year. Recorded in this log should 
be such information as the date the re- 
turn was filed, the payment dates and 
amounts of each installment of tax, 
dates waivers and claims were filed to- 
gether with any other pertinent data 
thereon, and similar information. The 
procedure outlined above can be ex- 
tended or expanded to cover each sepa- 
rate company in those instances where 
there are affiliated corporations in- 
volved. Under certain circumstances it 
may be desirable to have special addi- 
tional files to cover depreciation, carry- 
back losses and kindred subjects. 


Conclusion 


Benjamin Franklin has been quoted 
as having said that “in this world noth- 
ing is certain but death and taxes.” The 
wisdom of this realism, uttered over a 
century and a half ago, stands out with 
even greater import today. Therefore, 
those who are prudent will see to it 
that they are equipped with the best 
available tax information and guidance. 
Tax executives and corporate tax de- 
partments should be the first considera- 
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tion in these circumstances. In this day 
and age it is highly important for tax- 
payers to be well versed in taxation. 
Ignorance of the law is no excuse. It 
may, and very often does, cost one very 
heavily in taxes. 

One may avoid a tax but he may not 
evade it. In George D. Horning v. Dis- 
trict of Columbia (254 U. S. 135), 
Justice Holmes of the United States 
Supreme Court aptly stated the differ- 
ence between “avoidance” and “eva- 
sion” as follows: 

“Tt may be assumed that he intended not 
to break the law, but only to get as near 
to the line as he could, which he had a 
right to do; but if the conduct described 
crossed the line, the fact that he desired to 


keep within it will not help him. It means 
only that he misconceived the law.” 


And in a somewhat similar vein, Judge 
Learned Hand said: 

“Anyone may so arrange his affairs that 
his taxes shall be as low as possible; he is 
not bound to choose that patttern which will 
best pay the Treasury; there is not even a 


patriotic duty to increase one’s taxes.” (Hel- 
vering v. Gregory, CCA-2, 69 F. (2d) 
809). 


However, where tax avoidance is an is- 
sue, there is a qualifying factor which 
must be considered, i. e., in transac- 
tions which have been entered into with 
a view to effecting an income tax sav- 
ing, “‘a business purpose” must be estab- 
lished. (Gregory v. Helvering, 293 U. 
S. 465). 
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Accounting Problems of Operating Airlines 


By Leo R, GILteran, C.P.A. 


ek title of this address might bet- 
ter be accounting problems appli- 
cable to operating airlines because I do 
recognize that fundamentally there are 
no new accounting problems and it 1s 
only the application of accounting 


which makes the problem. 


Factors Basic to Accounting 

Problems 

There are two major factors that 
cause the accounting problems of oper- 
ating airlines to be different from those 
of other industries. The first is that the 
airlines operate in many scattered loca- 
tions and the other factor is that the 
airline industry is comparatively young 
and small with constant technical 
changes and, as a result, procedures 
have had a hard time keeping up with 
the industry. In order to understand 
the accounting problems, it is necessary 
to visualize the physical setup of an 
operating airline. It is made up of 
major and minor line stations, some of 
which are terminal and junction points, 
some of which are not much more than 
a fuel stop; many ticket offices of vary- 
ing sizes; at least one major overhaul 
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base ; a general headquarters ; and often 
divisional and regional headquarters. 
Since accounting forms originate at all 
of these points, it is very essential that 
these people be given easy-to-read and 
detailed accounting procedures which 
they will be able to follow. 


Uniform System of Accounts 

Unlike many other industries, the 
airlines are told what type of account- 
ing structure they must follow. The 
fundamental account structure is pre- 
scribed by the Civil Aeronautics Board 
in its “Uniform System of Accounts 
for Air Carriers.” By having to follow 
a uniform system of accounts, additional 
problems are created in that in many 
instances this system will not furnish 
the necessary information for top man- 
agement properly to control the costs. 
The only distinct advantage that might 
be offered for a uniform system of ac- 
counts is that the industry does have 
a tool by which it can compare the rela- 
‘tive efficiency of one carrier With an- 
other. However, even this cannot be 
considered as a positive comparison be- 
cause the uniform system of accounts is 
in many instances interpreted differ- 
ently by every carrier, mostly because 
of different types of organization. As 
all of you well know, it is possible to 
place ten accountants at a table, give 
them all the same definition, and ask 
for their interpretations of that defini- 
tion, and you might find as many as 
ten different interpretations. In addi- 
tion to prescribing the accounts which 
we should use, we are also required to 
furnish on a monthly, quarterly, and 
annual basis detailed financial and oper- 
ating statistics to the CAB. The nec- 
essary reports and statistics required by 
top management for proper control can 
not always be obtained from the sta- 
tistics which we must furnish to the 
CAB. We must, therefore, further 
segregate accounts by sub-accounts and 
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Accounting Problems 


departments in order to get the infor- 
mation required. 


Accounting Objectives 

The overall aim of the accounting 
department is to produce financial and 
cost statements within a reasonable time 
after the end of a given period to con- 
form with CAB requirements and re- 
quirements of management. The re- 
ports, statistics, etc., furnished to 
management are of a nature required 
for adequate control of operations and 
costs of other functions. These reports, 
etc., are of a more detailed nature and 
constantly require analyses to deter- 
mine the efficiency or inefficiency of a 
particular operation or function. Ac- 
counting can only justify its existence 
when it has furnished management with 
tools adequate for proper control. To 
portray properly the many accounting 
problems in an airline, let us take a 
look at the major accounting functions. 


Revenue Accounting 

I believe one of the most difficult 
specific account problems in an airline 
is that of revenue accounting. An air- 
line revenue and receivables section has 
many varied and unusual aspects from 
an accounting standpoint. It is pri- 
marily responsible for all accounting, 
auditing, collection, and credit activities 
required in connection with passenger 
and cargo sales, and related matters. 
Although procedures are constantly be- 
ing changed, principally to keep up with 
the tremendous increase in volume, it is 
rather difficult to change the detailed 
accounting control and move to a sys- 
tem of accounting by exception. Since 
the airlines are selling a service, the 
only physical items representing reve- 
nue are the tickets and the waybills. 
The accounting controls must be built 
around these two items. This problem 
is further complicated by the interchange 
of tickets and shipments between air- 
lines. It is not uncommon for the sale 
of a single ticket to result in accounting 
entries for revenue, expense, receiv- 
ables, and payables accounts for three 
or four airlines. 
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of Operating Airlines 


Unearned Revenue 

Another major accounting problem 
having to do with revenue is the deter- 
mination of the unearned revenue at 
the end of an accounting period mainly 
caused by different basic rate areas, 
equalizing of fares between points, etc. 
Where heretofore there had been a 
rather simple operation with relatively 
small volume of individual tickets to 
handle, it has now grown to the point 
where the computation of unearned 
revenue must be on a statistical formula 
basis. Incidental to the revenue problem 
is a large volume of accounts receivable 
occasioned principally by the Air Travel 
Plan. This Plan was designed to permit 
individuals and corporations having ap- 
proved credit ratings to charge ticket 
purchases. All of the major airlines are 
parties to the Air Travel Plan agree- 
ment and since each issue credit cards 
good on any airline, a considerable vol- 
ume of interline accounting is created. 


Mail Rate Pay 

A major problem of revenue for all 
airlines which, although really a finan- 
cial rather than an accounting problem 
and also a very controversial subject, is 
that of the mail rate pay. This problem 
is currently in and out of newspapers, 
committees, Congress, and any place 
where two airline people get together. 
A basic question in this problem, when 
the rate is to be on a compensatory 
rather than a need basis, is whether two 
hundred pounds of passenger costs 
more or less to carry than two hundred 
pounds of mail, express or freight, or 
whether they should be considered by- 
products. I certainly do not have the 
answer to this question, and if any of 
you could answer it or set forth any 
ideas on it, I am quite sure the airlines 
would be very grateful. Many of you 
have probably heard or read that the 
government is subsidizing the airlines 
through mail pay, but we do not agree 
that mail pay we receive from the gov- 
ernment is a subsidy. In this regard, I 
would like to quote a paragraph from 
the October 1, 1947, issue of American 
Aviation included in an editorial writ- 
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ten by Wayne W. Parrish, editor and 
publisher of that magazine: 

“The next person who gives out a state- 
ment to the papers or writes a newspaper 
article or makes a speech mentioning the 
word ‘subsidy’ for trans-Atlantic service 
should be made to stand in the public square 
at high noon and read the dictionary defini- 
tion of the word for one solid hour. Sub- 
sidy is NOT a fair payment for services 
rendered. Subsidy is a gift or a grant for 
activities or services deemed advantageous 
to the public. The trans-Atlantic airlines 
would be receiving subsidy if they were 
paid amounts over and above the stamp 
revenues received by the Post Office and 
over and above the Post Office overhead, 
but when they receive 32% (TWA only 
receives 28% ) or less of the stamp revenue, 
and operate in the red because of it, they 
are being severely and shamefully short 
changed.” 

I believe that Mr. Parrish, in his 
article, brings out some interesting 
figures : 

“For the first six months of 1947, the three 
American flag carriers, American Overseas, 
Pan American and Trans-World, carried 
1,040,000 pounds of U. S. mail from this 
country to Europe. For carrying this mail 
the carriers received less than two million 
dollars, roughly as follows: AOA — 
$600,000, PAA — $500,000 and TWA — 
$890,000. But the Post Office Department 
took in about six and a quarter million 
dollars for the sale of stamps for this 
1,040,000 pounds of mail—at a conservative 
estimate.” 


Payment of Bills 


The next complex problem that we 
run into is the payment of bills. As you 
can well realize, when an airline reaches 
around the world, through several 
countries, states and locations, this 
problem really becomes difficult. Basic- 
ally, the payment of bills is a simple 
operation consisting of predetermined 
commitment authorities combined with 
subsidiary records designed to permit 
maturity payment or other organized 
disbursements. The problem is to pay 
bills at these geographically remote 
operational points and maintain a 
standard of internal control. I believe 
that the payments can be classified in 
three major groups: (1) local recurring 
bills, (2) miscellaneous service and 
supply bills, (3) major payments in 
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relief of accrued liabilities. In the case 
of local recurring items such as heat, 
light, water, rent, etc. the time element 
required to pay these items is an im- 
portant factor. To preclude delays in 
payment which often result in penalties, 
each local office is given sufficient au- 
thority to pay these bills with numeri- 
cally controlled local office drafts. 

The volume of miscellaneous service 
and supply items and the small mone- 
tary significance of each item does not 
warrant having these items transmitted 
to the home office for payment. There 
is established in each location petty cash 
funds, through which this type of ex- 
penditure is paid. The petty cash funds, 
of course, are controlled and audited 
through the home office. 

The last group of payments which 
must be made representing major pur- 
chases and relief of accrued liabilities 
is processed only through the home 
office and is predicated on formal com- 
mitment instruments. Generally speak- 
ing, these items are handled in a manner 
similar to any other industry. 

In processing these three groups of 
payables we again run into difficulty of 
complex accounting distribution which 
is necessary to satisfy the CAB and our 
own requirements. 

The payment of bills incurred for 
operations outside the limits of the 
United States is similar in character to 
local payments. However, as you can 
well realize, in every country, state, city 
or municipality, we become involved in 
peculiar tax laws, very unstable cur- 
rencies, and foreign government poll- 
cies which do not follow any standard 
pattern. In addition, where local cur- 
rencies are accepted by us, we must use 
as much as possible to pay local liabil- 
ities. So you see that the simple expedi- 
ent of paying a bill is rather difficult in 
an airline extending its service through- 
out the world. 


Payroll Problems 

The payroll problems emphasized by 
the necessity of meeting established pay 
days at wide spread locations and the 
necessity of including on all payrolls 


February 








not 
ted 
ere 
ash 


eX- 
ds, 
ted 


ich 
ur: 
ties 
me 
m- 
ak- 
ner 


. of 
- of 
ich 
our 


for 
the 
r tO 
can 
city 
1 in 
ur- 
oli- 
ard 
“ur- 
use 
bil- 
edi- 
t in 
igh- 


| by 
pay 
the 
-olls 


(ary 





Accounting Problems of Operating Airlines 


new employees and employees trans- 
ferred during the period, including’con- 
sideration of numerous tax problems, 
accounts principally for the complexity 
of the payroll operations. Each location 
must receive pay checks on predeter- 
mined pay days. To accomplish such 
schedules it is essential that payroll 
functions be thoroughly organized to 
the extent that such requirements are 
anticipated. In this respect various 
state labor laws controlling the date of 
payment to employees must be given 
full consideration. Union agreements, 
of which we have quite a variety, and 
the complexities usually associated with 
such matters present problems that are 
not readily resolved and frequently are 
involved to the extent that many inter- 
pretations are necessary before accurate 
payments can be made. Payment to 
terminated employees in a number of 
states is controlled by state law. In such 
instances special handling must be ar- 
ranged. Quite frequently this is han- 
dled locally by payment through local 
office draft as authorized by the payroll 
section. Because of far flung operations 
proper accounting distribution requires 
accurate information or description of 
functions performed. 

American nationals employed in for- 
eign lands generally desire that appli- 
cable checks in American dollars be 
deposited to their credit in banks desig- 
nated by them, which requires special 
handling. In connection with payments 
to American nationals in foreign coun- 
tries, payroll processes are further in- 
volved to the extent that base salaries 
are increased for living allowances re- 
lated to the particular area in which 
they work, plus foreign increment, an 
arbitrary amount allowed for foreign 
service. This living allowance varies 
at each location, resulting in additional 
problems when employees transfer from 
one station to another in foreign lands. 

Payroll taxes are an involved func- 
tion to the extent that the tax laws of 
the various countries, states, and even 
cities differ. In addition to the normal 
Federal withholding tax, FOASI and 
FUI and state and city taxes ordinarily 
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recognized as a part of regular payroll 
procedures, we are involved with for- 
eign taxes that, although comparable, 
are not always based on the factors with 
which payroll problems are ordinarily 
associated. 


Deductions from earnings for equip- 
ment required for proper performance 
of duties has been the policy of the com- 
pany in that uniforms and items of a 
like nature are paid for by the company 
and reimbursed through salary deduc- 
tion. This has involved considerable 
volume of detail. 


Transfer of personnel between states 
and countries also requires complex tax 
computations and reports. 


Property and Equipment Accounts 


The evaluation of property and 
equipment is a difficult accounting prob- 
lem for airlines. Although depreciation 
in a normal sense affects the office 
equipment, building, building improve- 
ments, shop machinery, etc., as in any 
other industry, the rapid changes in 
plane design and performance make 
both the aircraft and spare parts the 
real accounting problem in determining 
the proper life of these assets. Although 
the CAB Manual of Accounts deter- 
mines by definition the classification 
and grouping of property and equip- 
ment, it does not specify depreciation 
rates. The write-off on aircraft and 
spare parts is truly an obsolescence item 
aggravated at times by rulings of the 
Civil Aeronautics Administration. For 
example, if the airlines did not put in 
certain “fire fixes” by next spring they 
could not continue with the DC-3 in 
scheduled commercial operations. Re- 
lated to this problem of life expectancy 
is the floating nature of a large part of 
the property and equipment which re- 
quires a considerable amount of prop- 
erty accounting by location, not only to 
account for the physical assets of the 
company, but to handle such problems 
as property taxes and insurance. 

The problem of proper maintenance 
of inventory records and proper record- 
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ing of material costs causes many a 
headache throughout the system. When 
one looks at an airplane from the out- 
side, he cannot visualize the enormous 
number of parts that go to make up 
that airplane. We have approximately 
45,000 items that must be carried in 
inventory in order to maintain the 
schedules and accomplish proper main- 
tenance. It is necessary to determine 
specific quantities of these various 
items that must be maintained at certain 
locations. The volume of paper work 
necessary to maintain proper material 
control is tremendous. Most of the in- 
ventory that is stocked at the various 
locations is shipped from the main 
stores for requisitioning as needed. One 
of the problems in inventory is that of 
attempting to place a value on an item 
once it has been requisitioned and 
charged to expense, then repaired and 
returned to inventory. 

In airline operations, it is necessary 
to maintain a specific quantity of par- 
ticular items with minimums. estab- 
lished by the CAA. Keeping in mind 
the rapid changing picture of airplane 
design and performance, the airlines are 
put in a very peculiar position in that 
the CAB Manual does not provide for 
obsolescence reserves for the high in- 
ventory values which they are required 
to maintain. 

There are many items in inventory 
which carry warranties. These war- 
ranties cre established between the air- 
lines and the vendors on a basis of 
flying hours that the item might be 
expected to last. If the item, for exam- 
ple, is set up for a life expectancy of 
150 hours and because of circumstances 
beyond the operator’s control it ceases 
to function properly after 75 hours, we 
theoretically may obtain a credit of 75 
hours on that unit, or we may return 
the item, have it repaired to bring the 
life back to 150 hours for a fee to be 
determined by the vendor based on 
usage. This requires many detailed 
records of hours on the parts and con- 
siderable bookkeeping in setting up 
estimated charges and later clearing 
them out. 
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Cost Accounting Problems 


One of the major problems in which 
the Cost Section of an airline is involved 
is that of establishing a cost system 
whereby the requirements of the CAB 
are met and also the requirements for 
management are obtained. This factor 
coupled with the various types of main- 
tenance bases which an airline operates 
has, in the past, caused many diff- 
culties. There are three types of main- 
tenance stations for gach of which a cost 
system had to be devised. They are: 
(1) minor line station, (2) major 
maintenance base, (3) overhaul base. 
At the minor line stations the amount 
of maintenance performed on an air- 
craft is very nominal. The work is 
usually that which is commonly known 
as line service and does not require any 
detailed cost set up. The major line 
stations perform a major part of the 
routine operational checks to the air- 
craft as specified by CAA. At these 
points it is necessary to obtain more 
detailed cost so that management can 
know the cost for maintaining and per- 
forming the various operational checks 
by type of aircraft and by type of check 
to ascertain that the particular base is 
maintaining safety requirements, and at 
the same time the level of efficiency nec- 
essary for an economic operation. At 
an overhaul base the cost accounting 
problem for an airline is quite unique 
in that you may have ten separate 
manufacturing units performing vari- 
ous types of overhaul on all sorts of 
equipment. For example, you would 
have propeller, engine, accessory, radio 
and electric, fabric and upholstery, 
metal and carpenter shops, etc. In addi- 
tion to these various shops the overhaul 
base usually has from one to four 
hangars which are used primarily for 
overall airplane overhaul and modifica- 
tion. In view of the various departments 
I have mentioned, you can readily see 
that each shop is practically an entity 
in itself and can be treated for cost 
control purposes 4s a manufacturing 
unit. Each shop has its own peculiar- 
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Accounting Problems of Operating Airlines 


ities. Where one shop works on a 
propeller and all its component parts, 
another would work on fine instruments 
with parts so small they can barely be 
seen by the human eye. This difference 
you can well realize creates a real prob- 
lem when you try to establish a cost 
system that will cover these varying 
items of production in a comparable 
manner for CAB and management pur- 
poses. The cost system at the overhaul 
base of necessity must be very detailed 
in order to measure the efficiency of 
every operation performed at the base 
regardless of type. 

Many of the detailed cost functions 
at those locations where an accountant 
would not be justified must be per- 
formed by other employees through the 
use of detailed written procedures. The 
problem of accounting distribution also 
creates considerable discussion in the 
Cost Section of an airline where it is 
necessary to determine to which CAB 
account every item of material and labor 
dollar must be charged. Here again we 
have to interpret the CAB Manual to 
determine which account should be 
used. 


Machine Accounting 


The machine accounting section of an 
airline is one that really hums with 
activity. As in the case of most other 
industries having an exceptionally large 
volume in their accounting department, 
it has been found desirable in the airline 
industry to handle the detail by use of 
the tabulating machines. Our volume 
presently involves punching 618,000 
cards per month from which is devel- 
oped information for 409 different 
Statements, reports and other types of 
analyses. It will be readily understood 
that to operate a section handling so 
many cards and reports, etc., efficiently 
definite schedules must be established 
and adhered to. Any failure to meet the 
schedule due dates reflects all the way 
dow n the line as does any failure to get 
punching media to the tabulating sec- 
tion at the scheduled due date. 
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General Ledger Accounting 


The general accounting or ledger 
section of an airline is similar to that 
of any industry in that here all the data 
that has been compiled by all the other 
accounting sections is molded together 
for corporate purposes and financial 
statements and statistics as required by 
CAB and management. The major dif- 
ference between this section in the air- 
line industry as compared to other in- 
dustries is that they are governed by 
the CAB as to the accounts which they 
must maintain. In addition to these ac- 
counts, they must of necessity maintain 
detailed sub-accounts further broken 
down by many departments and loca- 
tions to provide data for management. 
We also have the problem of maintain- 
ing sufficient basic accounting records, 
often in a foreign language, to satisfy 
foreign government requirements. 


Miscellaneous Accounting Problems 


In the miscellaneous categories of 
accounting problems are those having 
to do with the operation of food units 
and various joint operating agreements 
with other carriers. We operate a pro- 
duction kitchen where food is prepared 
and sent out to a number of food units, 
some of which also operate cafeterias 
and restaurants, all of which require a 
separate system of accounting to follow 
the cost and control the operations. We 
must also be able to lift from our ac- 
counts costs directly related to porter 
service at some points, communication 
service at other, air mail field post office 
maintenance and complete station costs 
where we have arrangements whereby 
charges are prorated between the car- 
riers operating at that point or using 
the service. Real cost accounting comes 
into play in determining the basis for 
prorating the costs, particularly when 
you must satisfy big and little airlines 
operating different types and sizes of 
aircraft. 

A real test of the sufficiency of de- 
tailed accounting distribution is in proc- 
ess for most airlines since we are all 
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applying for rate changes. In our par- 
ticular instance we are currently in- 
volved in attempting to allocate both 
revenues and expenses over parts of our 
International group. This raises many 
of what are control questions in at- 
tempting to determine equitable for- 
mulas for the prorations. It is vital to 
the airlines that they have necessary 
basic information since it is used by the 
CAB to set airmail rates. 


Conclusion 


In conclusion I would like again to 
direct your attention to the fact that 
most of the airline accounting problems 
emanate from the requirements of gov- 
ernment agencies coupled with the fact 
that the industry is relatively young, 
having little or no precedent or his- 
torical data by which it might guide its 


course when defining policy or pro- 
cedures to cover the ever changing con- 
ditions of a phenomenally fast growing 
industry. This growth is best illus- 
trated by the increase in available seats 
from 7,200 at the end of 1945 to 17,300 
at the end of 1946, with a projected in- 
crease by next spring to approximately 
25,000, or an increase in a little over 
two years of 250%. This is increased 
even more by the much faster speed of 
the newer aircraft. At some future date 
when the development of aircraft has 
been stabilized to the extent that 
changes in operations, policy, equip- 
ment, etc. are less frequent, I believe 
that precedent and historical data will 
reduce the accounting problems of air- 
lines to a more normal variety. This 
may be just a hope and related to the 
old story of the grass looking greene: 
in the backyard of the fellow next door. 
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Airport Accounting 


By JoserH M. CunninNGHAM, C.P.A. 


CCOUNTING for airports presents 

unusual problems primarily be- 
cause the industry represents a unique 
partnership of government and busi- 
ness. This is the one industry which 
business wants the government to 
finance and to operate, as it is realized 
that only with governmental aid can 
air transportation be developed. 

The airport industry is a large and 
rapidly growing one. At the present 
time it is roughly estimated that federal 
and local governments have over one 
billion dollars invested in terminal type 
airports or airports which have sched- 
uled air service. The Federal govern- 
ment is now granting many millions in 
aid of local construction, and munici- 
palities are expending many more to 
develop their airports. 





JosepH M. CunnincuaM, C.P.A., 
has been a member of our Society 
since 1936 and is presently serving 
as a member of the Committee on 
Governmental Accounting. He is 
also a member of the American Insti- 
tute of Accountants and of the Mu- 
nicipal Finance Officers’ Association 
of the United States of which he was 
formerly the President. 

Mr. Cunningham is a specialist in 
governmental and institutional sys- 
tems installations. His lengthy and 
varied experience includes service as 
First Deputy Comptroller of the City 
of New York for seven years. 

He has written extensively for 
many accounting periodicals includ- 
ing the Journal of Accountancy and 
the Airport Magazine. He recently 
participated in a major study of the 
methods of operation of airlines at 
airports, as well as their financial 
relationships with municipalities, on 
behalf of the Air Transport Associa- 
tion. 
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These fields will be utilized by a great 
variety of users. Both scheduled and 
non-scheduled airlines will use the air- 
ports; the fuel industry will supply gas 
and oil; individuals and corporations 
wil! land and store planes used in their 
business operations ; private enterprises 
will operate restaurants, stores, shops 
and a hundred varieties of businesses ; 
citizens flying for pleasure will land 
their planes ; and the owners of the field 
will provide bus and taxi stands, and 
develop many other uses of the field’s 
facilities. 


As the terminal type airports are 
owned and operated mainly by munici- 
pal governments, airport accounts 
must be based on the practices and 
principles of governmental accounting. 
At the same time, a system designed 
solely along municipal lines would be 
inadequate properly to control and re- 
port the airport operations. A system 
therefore must be designed which will 
serve municipal needs, yet also provide 
data on the major commercial aspects 
of operations. 


Since airports are constructed in the 
public interest, it is essential that each 
user should pay a fair share of the costs, 
and it is in this determination that the 
major problems of the accounting de- 
partment arise. 


A correct income account is, of 
course, the first consideration in any 
accounting for airports. Because of the 
fact that municipal accounting does not 
concern itself with the distinction be- 
tween capital and income, I believe it 
is fair to say that there are not more 
than a half dozen terminal type airports 
in the country which have maintained 
accurate capftal accounts and deter- 
mined their true net income from year 
to year. There are very few which are 
in a position to do so today, although 
the Municipal Finance Officers’ Asso- 
ciation is making every effort to spread 
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the use of a standard system of airport 
accounting. The best municipal ac- 
countants are agreed that even within 
the limitations of local laws, an ade- 
quate system can be integrated with the 
municipality’s accounts. 

I referred above to the “net income” 
of airports, but to my knowledge no 
“net income” has been earned by any 
terminal type airport. Many report 
“net income” but such reports may and 
probably do omit interest on bonded 
indebtedness incurred for the airport, 
include no charge for work done by 
other city departments, make no accur- 
ate distinction between maintenance 
and capital costs, make no provision for 
the loss of tax revenue, on property 
taken over for airport use, and omit 
many other items which should be con- 
sidered. Practically all large airports 
operate at a net loss, and the major 
financial worry of every airport oper- 
ator is to break even. 

In attempting to place his field on a 
self-supporting basis, the airport man- 
ager should have a set of accounts 
which will assist him in this effort. He 
should know the true cost of operating 
each section of his airport, and he 
should assess his charges on the users 
of each section so that, when the field 
approaches the capacity for which it 
was designed, it should operate without 
loss. 

There are three natural physical divi- 
sions of an airport which provide the 
basis for collecting costs and assessing 
charges. This fact permits a simple dis- 
tribution of expenses without an intri- 
cate allocation of time, materials or 
overhead. Such simplicity is essential, 
since all airport budgets are trimmed to 
rock-bottom by municipal councils. The 
three sections to which I refer are the 
field area, the hangar area and the ter- 
minal area. 

The field area includes the land, im- 
provements, runways and aprons. This 
area is used principally by the sched- 
uled and non-scheduled airlines, the 


private flyer and the federal govern-, 


ment. Accounts should be established 
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which will accumulate the costs of op- 
eration of this section of the airport. 
Revenue accounts should also be pro- 
vided which will show the revenues 
from that area. Statistics should be 
maintained to supplement the accounts 
so that the relative use of the field 
by the various types of users may be 
determined. 


The second natural division of the 
airport is the hangar area. This area 
is used by the airlines, by express com- 
panies, by private flyers, by aeronautical 
repair and sales enterprises, and by fly- 
ing schools. Accounts should be pro- 
vided to record the expenses of this 
section of the airport, and revenue ac- 
counts to correspond. 


The third section is the terminal 
area. This would include the terminal 
building and associated facilities. The 
terminal area has a multiplicity of uses 
from the ticketing of passengers to the 
sale of life insurance. It is the area in 
which lies the greatest possibility of 
increased revenues under good man- 
agement, and accounts should be pro- 
vided in complete detail for every type 
of revenue received. 


expenses which cannot be charged 
directly to any account in the above 
three sections are, in the main, admin- 
istrative in nature and should be so 
classified. 


A system of accounts designed on the 
basis outlined in the foregoing para- 
graphs will do much to aid the growth 
of air transportation. It will tell the 
local taxpayer exactly what the airport 
is doing. It will inform the airlines and 
other users of the needs of the airport, 
and show to all concerned the share 
they pay of the operating cost. It will 
aid the state and federal governments 
in determining their policy on national 
air transportation questions. It will give 
the airport manager much help in 
understanding and controlling his fi- 
nancial operations. In short, it will at- 
tempt to answer the many problems 
created by the unique nature of th 
airport industry. 
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De 7 computation of interdependent The state taxes to which such corpo- 
state and federal taxes based upon rations are subject (the Pennsylvania 
= net income is often quite complicated in Income Tax, New York Franchise 
it cases where two or more states are in- Tax, and Pennsylvania Franchise Tax) 
ve volved. The specific situation dealt are mutually interdependent.* The net 
al with in this article is that of corpora- income for New York Franchise Tax 
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ad and Pennsylvania. ducting the properly accrued Pennsyl- 
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Step One: Computation of Tentative State and Federal Taxes 
(a) Federal Income Tax: 
(1) Additional Data: 
Fully or partially tax exempt interest income 
Net operating loss deduction................ 
(2) Computation of Tentative Federal Income Tax: 
Tentative normal-tax and surtax net income 
Less: Net long-term capital gain........... 


ot 
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Tentative Federal Income Tax...... 


(b) Pennsylvania Income Tax: 
(1) Additional Data: 
Pennsylvania income tax allocation 
percentage—51.33% 
(2) Tentative Pennsylvania Income Tax.......... 


(c) New York Franchise Tax: 


(1) Additional Data: 
Interest on indebtedness to certain stock- 


holders (item 34, page 1, Form 3CT)...... 
New York franchise tax for preceding year 
RAUNT es REE Jieica cowissaceesicaece oSene 


3usiness allocation percentage—43.24% 
Investment allocation percentage—32.00% 
(2) Tentative New York Franchise Tax, based on 
ve age) eR, Co! cn a Re re OE 


(d) Pennsylvania Franchise Tax: 
(1) Additional Data: 

Period during which taxpayer has been doing 
business in Pennsylvania during the taxable 
year 1947 (assuming taxpayer started opera- 
tions in Pennsylvania on April 1, 1947)—9 
months. 

Pennsylvania Franchise Tax allocation percent- 
age—70.33%. 

Tentative value of capital stock (as appraised 
by the officers of the corporation) : 

(A) Value measured by the intrinsic value 
OR OT RIIS 55 0c cara ore cisions o/<10, 51 

B) Value measured by net earnings.... 

(C) Value measured by average sales 
price of stock sold during the tax- 

ONE MOAR 5 acces vars aisle eo scans seis 


VETAGE .cvers ree eee 


Values of (A) and (B) were arrived at as follows: 
(A) Value measured by intrinsic value of net assets: 
Ae eine Ot LOA <6 caecisce cuss s as econ 
At end of 1947: 
Amount, before accrual for state and federal 


None 
None 


$ 494,900 
le 2,000 





$_ 186,50. 502 


$ 10,217.49 
$ 3,500 
14,500 

9,416.90 


$3,218,000 
2,200,000 





OR I ieee MERRY Aeron eee $3,558,550 
Less: Tentative Federal Income Tax..... 186,502 3,372,048 
UA aes te eencinnsteree ats welch sam $6,436, 00K 
Tentative value (Average)......... $3,218,000 





tax measured by net income, the formula supplied in Step Two, below, 





ld the New York Franchise Tax measured by capital or by net income plus compensat 
requir 2 
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(B) Value measured by net earnings: 
Aggregate net earnings (after state and fed- 





eral taxes) for the years 1943-1946........ $ 786,502 

Tentative net income, 1947...............06- $ 500,000 
Less: Tentative Federal Income 2 ee 186,502 313,498 
Total of five years’ net earnings..... $1,100,000 


Average net earnings: 


SEO OOG 1 /S OP isc inndcraneueds wees $ 220,000 
Tentative Value 
S220 OOS 102 CRs oe ica decinnteesenees $2,200,000 
(2) Tentative Pennsylvania Franchise Tax: 
Wale: of capital stoek fcccse cc asisecc cece ss $2,900,000 
AUABGe: AHOROOi ac 5 2 ccd cotawne ence recede $2,042,760 


Taxable value for nine months (9/12 thereof) $1,532,070 


Tentative Pennsylvania Franchise Tax (5 
mills the REGO) a cvinhoemetean eer aceree $ 7,660.35 


Step Two: Computation of State Taxes 


(a) Formula for Computing Total of State Taxes: 
N X+Y(f+1)+Z 


t=- => 


D .04i+f+k(1—r)+1 


Explanation of Symbols Used Above: 
(Unknown) = Total of Pennsylvania Income Tax, New York Franchise Tax, 


and Pennsylvania Franchise Tax. 





x == Tentative Pennsylvania Income Tax. 
i == Pennsylvania Income Tax Allocation Percentage. 
Y == Tentative New York Franchise Tax. 
.045b ; ‘ 
i = —,~, in which 
1 — .045b’ 
h is the New York Allocation Percentage. 
Z = Tentative Pennsylvania Franchise Tax. 
m p 1 1 ION. - 
k = (=; 5 ~ = +— }, in which 
(3) (bo) G) G+) 
m is the number of months in taxable year during which taxpayer 
has been doing business in Pennsylvania; 
p is the Pennsylvania Franchise Tax Allocation Percentage ; 
n is 3 or 2, according to the number of values being averaged in 
computing value of capital stock; 
l/w is the weight given to net earnings of the taxable year in com- 


puting average net earnings; if simple average is used, w equals 
the number of years taken into account; 

r = .38 or .53, according to the highest rate that was used in the 
computation of the Tentative Federal Income Tax. 


(b) Computation of Total of f State Taxes: 

Substituting in the foregoing formula the results of the computations, here- 
inabove performed in Step One, as well as certain of the additional data indicated 
herein, and solving for the unknown (t) will vield the total of the Pennsylvania 


Income and Franchise Taxes and the New York Franchise Tax, as $26,380.47. 





le, equal weight is given to the net earnings of each year; the formula, Step Two (a) 
re higher or lower weight is claimed for the net earnings of the 





for instances wher 





This has been capitalized at 10%. 
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(c) Computation of the Amount of Each Tax: 
Once the total of all state taxes is known, the amount of each tax can be easil) 
calculated by either of two methods: 


1st Method: 
Federal net income is determined by deducting the total of state taxes in the 
amount of $26,380.47. r er 
The Federal Income Tax, so computed, amounts t0..............-0005 $176,477.42° 


Pennsylvania net income is determined by deducting the amount of $26,380.47. 


The Pennsylvania ‘Income Tax, so computed, amounts to............- $ 9,675.85 
Capital stock value, for purposes of Pennsylvania franchise tax, is determined 

by reducing both net assets and net earnings by state taxes ($26,380.47) 

and by federal income tax ($176,477.42). 

The Pennsylvania Franchise Tax, so computed, amounts to........... 7,924.35 
New York franchise tax net income is determined by deducting Pennsylvania 

income tax ($9,675.85) and Pennsylvania franchise tax ($7,624.35). 

The New York Franchise Tax, so computed, amounts to............+.- 9,080.27 

TOAD OF all Sie Tare ois od eas eee pean bee $ 26,380.47 











2nd Method: 
As a check for correctness of calculations, the following work sheet may 
be used: 





Tentative Pennsylvania’ Income: Tax (G0) oo ook 336s oxenecivasesweumen $10,217.49 
Hess: Ct) GOAl) == --6 BOOZ) COR0582) io.0'5 5 oscre ais sin cinin.ce ss ciereenseas 541.64 
Pennsyivatia Ancome) Laks .666-0< cease osemeee eens $ 9,675.85 

Tentative Pennsyivania: Hranciise bax CL) oo 0's oc ores :eic vinin-v aie vse abe oe 3 7,660.35 
Less: (t) (k).(1—r) = (26,380.47). (00220125) (662) «0.0.00 cccereecceee 36.00 
Pennsylvaitia (Pranciise Tax ..<. ccs sc cies cedeeeawasns $ 7,624.35 

Tentative New York Franchise Tax = (Y) times (f + 1).............4.. “$ 9,603.77 
eas st) CL) = (268097) GORA Ae) sicsecs os cnc erncernnrencreciaelomareiee 523.50 
NEW, VOU PEANGHtSe CU aK oie ik ecciiivie sinisieste sis sieeicents $ 9,080.27 


It should be noted that a modification of the formula will necessarily be 
required in instances where contributions are not fully deductible because their 
aggregate amount exceeds the permissible allowance. In this case the revised 
formula for the computation would be: 


N—(.05F —.95C)(D—1—k) 





t= : in which 
D—.05(D—1—k) ‘ 
F is the tentative federal normal-tax and surtax net income; and 
c is the aggregate amount of contributions paid. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Income Tax Regulations—Revised 


The State Tax Commission has is- 
sued revised personal income tax regu- 
lations. A number of these are new, 
due to amendments in the law made by 
the 1947 legislature, and will now be 
referred to. 


Definition of Resident 


Under Sec. 350(7), a taxable resi- 
dent includes a person who, although 
not domiciled in New York, maintains 
a permanent place of abode within the 
state and spends in the aggregate more 
than seven months of the taxable year 
within the state. Sec. 350 7 (a) was 
added to the law by the legislature in 
1942, providing that this definition of 
resident shall not apply to a person in 
the armed forces of the United States. 
The legislature in 1947 provided that 
this provision shall be in force and ef- 
fect until July 1, 1948, or the termina- 
tion of the present war as proclaimed 
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1948 


by the President, whichever is earlier. 
The regulations (Art. 501) embody this 
legislative change. The law is effective 
for all taxable years commencing on or 
after January 1, 1941. 


Aliens 


Under the federal law nonresident 
aliens, even though in the United 
States, are not taxed on capital gains. 
During the past few years the Com- 
missioner of Internal Revenue has put 
on a special drive in an attempt to bring 
such aliens under a taxable status. He 
has attempted either to consider them 
as being domiciled here if they have 
been in the United States for more 
than a year, or he has tried to construe 
their activities as coming within the 
concept of doing business here. 

The State of New York has not had 
much difficulty in subjecting the non- 
resident alien to tax. In an opinion of 
the Attorney General issued in 1945, he 
stated that such an alien is a taxable 
resident if he spends more than seven 
months of the taxable year within New 
York. The opinion referred to aliens 
who have found refuge in New York 
from conditions existing in their, native 
lands. Such aliens came to New York 
to reside and not for some temporary 
and special object. 


Domicile 


This is one basis for jurisdiction to 
tax. The regulations (Art. 502) state 
that a New York domicile is not 
changed by removal for a definite period 
or for a particular purpose. Nor is the 
New York domicile changed merely by 
abandoning it. The acquisition of a new 
domicile must be effected legally 
through actual physical presence at the 
new domicile. The regulations state, 
however, that to constitute a change of 
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domicile there must be a new abode 
at the new domicile. A voting residence 
is usually evidence of a domicile and 
a person may have a domicile in New 
York even though he is still a citi- 
zen of a foreign country. The regula- 
tions state that a wife may acquire a 
separate domicile from her husband, 
although the general law is that a wife’s 
domicile follows that of her husband. 

The determination of domicile, says 
the regulation, is a question of fact 
rather than law. The Commission will 
thus spell out a domicile from a de- 
termination of the intent of the tax- 
payer and a statement of the circum- 
stances affecting the issue. 


Permanent Place of Abode 

In the case of a person domiciled 
outside the state, such a home in New 
York is a basis for taxation in New 
York as a resident if coupled with the 
fact that the person spends an aggre- 
cate of more than seven months of the 
taxable year in New York. This would 
not apply however to a person who 
comes into the state to accomplish a 
particular object intending to remain 
only until he accomplished that object, 
even though he spent more than seven 
months of the year in New York. It 
would however apply to the alien who 
came here from a foreign land to seek 
a refuge. This provision was originally 
aimed at wealthy individuals who es- 
tablished a domicile outside of New 
York perhaps to escape the New York 
income tax, but who nevertheless live 
in New York with some degree of 
permanency. 


Property Subject to a Mortgage— 

Article 9 v. Article 9A 

Sidney Roberts sends us the follow- 
ing interesting comments on the valua- 
tion of real property under Article 9 
and Article 9A. 

Despite a close similarity in the ap- 
plicable statutory language, different 
treatment is accorded, under Article 9 
and 9-A, to real estate subject to a 
mortgage on which the taxpayer is not 
personally liable. 
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Article 9, Sec. 182(1), imposes a 
franchise tax on real estate corpora- 
tions—“computed upon the basis of the 
full value of its gross assets***.” 

Article 9-A imposes a franchise tax 
on business corporations computed on 
several alternate bases. One of these 
imposes a tax on the taxpay er’s “busi- 
ness and investment capital” (Sec. 210 
(1) (a) (2)). Business capital is de- 
fined in part as follows (sec. 208(7) ) : 

“The term ‘business capital’ means all 
assets, other than subsidiary capital and 
investment capital, less liabilities***which 
are payable by their terms on demand or 
within one year from the date incurred***.” 


It is further elaborated (Sec. 210 
(2) ) as follows: 

“The amount of*** business capital shall 
***be determined by taking the average 
fair market value of the gross assets in- 
cluded therein (less, in the case of busi- 
ness capital, average liabilities deductible 
therefrom which are payable by their 
terms on demand or within one year from 
the date incurred) ***.” 

Where the taxpayer owns real estate 
with a long term mortgage on which 
the taxpayer is personally liable, the 
tax under Article 9 and Article 9-A is 
alike in including in the taxable base 
the entire value of the real estate, with- 
out diminution on account of the mort- 
gage indebtedness. On the other hand, 
consider the case of real property mere- 
ly subject to a long-term mortgage on 
which the taxpayer is not personally 
liable. The applicable words of the 
aforequoted provisions are as follows: 
Article 9, Sec 182(1) : “‘full value of its 
eross assets” 

Article 9-A, Sec. 210(2) : “average fair 
market value of gross assets” Sec. 208 
(7): “all assets” 

Article 9-A, Reg., Art. 332 provides: 

“However, where the taxpayer owns 
property subject to a debt for which the 
taxpayer is not personally liable, only 
the taxpayer’s equity in the property, 
over and above the amount of such debt, 
is included in business capital.” See, 
also, 17. N.Y.C.P.A. 391, June, 1947) 

On the other hand, under Article 9, 
the administrative practice is to impose 
the tax, not merely on the taxpayer’s 
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equity in the property, but on the en- 
tire value of the real estate, without 
reduction of the mortgage. 

The only discernable difference be- 
tween the two statutes is, perhaps, the 
additional emphasis implicit in the 
word “full” found in Article 9. The 
word “full” first appeared in the statute 
as a result of Ch. 528, Laws of 1941, 
which amended Sec. 182, applicable to 
years beginning on or after January 1, 
1942, to substitute the word “‘full” for 
“actual,” as follows: 

“the full (actual) value of its gross 
assets” 

In a judicial proceeding, the amend- 
ment may possibly serve as a basis 
for the different treatment under Ar- 
ticles 9 and 9-A. On the other hand, an 
argument may be made against any 
such distinction on the theory that, 
where the taxpayer is not liable on the 
mortgage, merely the equity and not 
the entire real estate is the asset of the 
taxpayer. On this theory the issue must 
be resolved on the meaning of the term 
“gross assets,” identical under both Ar- 
ticle 9 and Article 9-A, and the ques- 
tion of value, whether “full value,” “ac- 
tual value,” or “average fair market 
value,” is not relevant to the issue. 

This it appears to be a close matter 
of interpretation whether the word 
“full” in Article 9 is sufficient to sus- 
tain an interpretation different from 
that made under Article 9-A. However, 
unless a taxpayer is prepared to liti- 
gate, it is advisable to prepare returns 
under Article 9 without deducting the 
mortgage, whether or not the taxpayer 
is personally liable thereon. 


Deduction for the New York 
Franchise Tax 


The New York franchise tax is a 
deduction from gross income under the 
federal income tax law and a taxpayer 
on the accrual basis will of course ac- 
crue this deduction for the base and 
privilege year, even though the fran- 
chise tax is not due or payable until 
four months later. The taxpayer on a 
cash basis takes the deduction on the 


1948 


federal return in the year in which the 
tax is paid. 

For state franchise tax purposes the 
deduction is a bit complicated and can 
be confusing. The law (Sec. 208(f)) 
provides that the deduction allowed 
shall be for the tax based on the pe- 
riod immediately preceding the period 
covered by the report. Specifically, the 
law provides that no deduction shall be 
allowed for any such tax based on the 
period covered by the report. For ex- 
ample, on the franchise tax return due 
in May, 1948, for the calendar vear 
base and privilege period ending De- 
cember 31, 1947, the accrued franchise 
tax for this period is not deductible for 
state franchise tax purposes. Instead 
the deduction allowed is the franchise 
tax that was due for the base and priv- 
ilege period ending December 31, 1946. 
This provision applies both to cash 
and accrual basis taxpayers. 

The regulations explain this provi- 
sion (Art. 3(1)) by providing that 
federal net income must be adjusted by 
adding (A4) the New York franchise 
tax computed on the report being pre- 
pared, if deducted in computing fed- 
eral net income; and deducting from 
federal net income (B 11) the New 
York franchise tax based on the period 
immediately preceding the period cov- 
ered by the report, to the extent not 
deducted in computing federal net in- 
come. 


Neither the law nor the regulations 
say in so many words that the above 
provisions apply to cash and accrual 
basis taxpayers alike. However the in- 
ference may be made that they apply 
to cash basis taxpayers by considering 
the definition of entire net income, 
which is total net income required to be 
reported to the United States Treasury 
Department, with the exceptions set 
forth in Art. 311. On the cash basis 
the taxpayer has deducted any fran- 
chise tax paid by him to arrive at net 
income. Such franchise tax is then 
added to federal net income under the 
provision in (A4). The taxpayer may 
then deduct the New York franchise 
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tax based on the period immediately 
preceding the period covered by the re- 
port. This editor can state that it was 
the intention of the Tax Commission 
to have the provision for the franchise 
tax deduction apply both to cash and 
accrual basis taxpayers. 

One of our members poses the prob- 
lem of when to take a deduction for an 
additional franchise tax paid, let us say, 
in 1948 and applying to the base and 
privilege year 1945. Under the pro- 
visions of the law and regulations dis- 
cussed above, the additional franchise 
tax for the year 1945 is deductible in 
computing the franchise tax for the 
vear 1946 either on the cash bas‘s or 
accrual basis. Having paid the addi- 
tional franchise tax in ood the tax- 
payer would file an application for a 
revision of the 1946 franchise ax and 
obtain a refund for the overpayment of 
the 1946 franchise tax. This may be an 





awkward procedure but = taxpayer 
has no other alternative. He certainly 
! nchise tax deduction 
f ‘ear 1948 based upon 
tl franchise tax paid 





} 
Franchise Tax .... 4.2846404% cf net 


It should be understood that the 
above formulae will not apply where a 


third variable such as employee’s bonus 


pr fit minus 4 


even though he is reporting on a cash 
basis. 


Computation of Franchise Tax 

Involving Two Related 

Unknown Factors 

David Kessler, one of our upstate 
members, sends us the following com- 
— of the franchise tax wher 
there is a limitation of the deduction 
for onuel ibutions, which limitation de- 
pends also upon the franchise tax ac- 
crual; 

If contributions of a New York cor- 
poration on the accrual basis exceed 
5% of net profit, an interesting situa- 
tion arises because of the two variables. 
The 5% contribution deduction allow- 
able depends upon the franchise tax 
accrual, while the latter cannot be cal- 
culated without knowing the amount of 
the permissible contributions. 

It is possible to reach a solution by 
trial and error, but the following form- 
ulae will readily give the exact deduc- 
tions in the usual situation where the 
franchise tax for the current year is 
computed on the 414% of income basis: 


4.785768% of net profit plus 0.225519% of prior year’s franchise tax. 


.510148% of prior year’s franchise tax. 


based upon net income after all taxes 
is introduced. 


EXAMPLE 





Net Profit before contributions and franchise tax.............. $1,000,000.00 
Rie Ea RRUEINNNS 6 scot aw chy ite erase dacleca pra bw WR a mane Glale tas Maiaea toes 100,000.00 
eplariyeat 4 CranCHibe takes iecciis ww Saka sae tees oos seus ane? 90,000.00 
Contributions 

4.785768% of $1,000,000,00 equals.........cccceccccsccees 47,857.68 
0.22551. 9 of S$ “90000100 equals. ..ci<diis ccaserddwels caees 202.96 
MMI SE on eee hE ies dn aelalic. cretion ghere told ean lcstine telcos rahi (C) $ 48,060.64 

Franchise Tax 
4.2846404% of $1,000,000.00 equals.......... cece cece eee : $ 42,846.40 
BIOS Sef S: SO OO000 eqtals «ccics dso ccdesseawcden ._- 4,059.13 
PATIO os ance noi Soca ng nea byw Aisatcin rayon ea ats (F) $ 38,787.27 
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PROOF 
PREG ORE os cs. dic -w ecicos n5:0 A Pare onl renee aon oe HAMAR ee $1,000,000.00 
Contribistions: Gecuetible:.c...d65 0d. ere eres uosedseueeesenes ¢€€) 48,060.64 
$ 951,939.36 
Prion ‘vear's ftanehis® tars coi. oc scan ccenn eeeescteeedoenmraat 90,000.00 
$ 861,939.36 
Current year’s franchise tax—414% of $861,939.36............. (F) 38,787.27 
* ok * on 
1 iC ee Ea Pee ROAD OP RMT eR OR ee coe $1,000,000.00 
CaErent years: franchise tak s.< cnsans cows eassaceraeoaveeeese (F) 38,787.27 
$ 961,212.73 
Less: Contributions—5% of $961,212.73..........cceccccccecs (C) 48,060.64 
SOLUTION 


The solutions for the two percentages follow: 


— profit before contributions and franchise tax. 


— contributions. 


rena 
| 


current year’s franchise tax. 
y 


— last year’s franchise tax. 





Equations : 
1 2 Cc 


20 FP = 


Solving for C: 
Cc 


Solving for F: 


II 


* 


The above computations have been 
based upon what is apparently the De- 
partment of Taxation and Finance’s 
stand with respect to the limitation on 
charitable contributions, for presuma- 
bly the income for the New York State 
Franchise Tax is the same as for the 
Federal Corporation Income Tax. It 
has been pointed out that, if the amount 
involved warranted it, a debatable case 
could be made that this is a special 
provision in the federal law that would 
not necessarily follow for franchise tax 
purposes. 

It should be noted that this solution 
will apply only where the franchise tax 
is computed strictly on the basis of in- 
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* 


05 (P — F) 
045 (P — C — L) 


.04785768 P°+ .0022551 L 


042846404 P — .04510148 L 


* 


come and will not apply to any other 
basis. Also, as Kessler points out, that 
there may be some question as to 
whether the five per cent limitation ap- 
plies for franchise tax purposes. Fed- 
eral net income is only presumably net 
income for franchise tax purposes. 


Real Estate Corporation— 
Valuation of a Leasehold 


Last month we commented on this 
situation. Isidore Platkin sends us some 
interesting comments on the issue 
raised. 

The New York State franchise tax 
on real estate corporations is partly 
based on the full value of gross assets 
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employed or situate in New York State 
on December 31 of the preceding year. 

Where a corporation has title to the 
real estate it holds, the full value there- 
of is to be included among gross assets 
for tax purposes. The law prescribed 
no method for determining “iull value”. 
In practice we find that the Tax Com- 
mission will generally require that the 
tax be based on the higher of book value 
or assessed value, both of which are dis- 
closed on the return. 

A corporation wholly engaged in sub- 
leasing of real property held under a 
leasehold of twenty years or more, by 
the terms of which it pays the real 
estate taxes on the property, is also 
taxed as a real estate corporation. Here 
a question arises not only as to how 
the asset is to be valued but also as to 
what constitutes the asset. 

The leased property certainly is ‘‘em- 
ployed” in the lessee corporation’s busi- 
ness of subleasing. Should the full value 
of the property be included among the 
assets to be taxed? It may be argued, in 
support of the negative, that the prop- 
erty is not “owned” by the lessee and 
would not ordinarily appear as an as- 
set on the lessee’s balance sheet. Yet 
when a real estate corporation takes 
title to property subject to a mortgage, 
it is taxed on the value of the property 
without deduction for the mortgage, al- 
though it may well argue that its asset 
is only the equity above the mortgage. 

A better argument against including 
the value of the property in a lessee 
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corporation’s tax basis is that such pro- 
cedure would involve double taxation 
of the same property if the owner were 
also a real estate corporation. 

3ut suppose the lessee has ‘im- 
proved” the property. Such improve- 
ments would become the property of 
the lessor, yet the lessee would gener- 
ally include “Leasehold Improvements” 
among its assets for balance sheet pur- 
poses. Should the improvements be in- 
cluded among its assets for franchise 
tax purposes? If we conclude that the 
property itself is not taxable to the les- 
see, it seems to follow that im- 
provements to the property likewise 
should not be taxed to the lessee, In 
fact, to the extent that the value of 
the property has been increased, im- 
provements by the lessee should in- 
crease the tax basis of the lessor. 

It may seem reasonable that the value 
of the leasehold, rather than the value 
of the property should be taxed to the 
lessee. If so, one of the criteria of value 
used by the Tax Commission where 
title is held, namely assessed value, in- 
variably would be lacking. If the lessee 
had purchased the lease, the unamor- 
tized cost generally would appear on 
the books and might serve as a basis 
for tax. But if the lease were obtained 
directly from the owner, without pay- 
ment of a premium, there would be nei- 
ther cost, nor book value involved. In 
such a case, could the Tax Commission 
attempt to place a value on the lease- 
hold? 
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Conducted by WILLIAM W. WERNTZ 


Revised Proxy Rules 

On December 18th revised proxy 
rules under the Securities Exchange 
Act became effective with respect to any 
solicitation commenced on or after Feb- 
ruary 15th. In the meantime, either the 
old or the new rules may be followed. 
Drafts of the rules were circulated for 
comment last fall. While so many 
changes have been made from the old 
ules that it is not feasible to summarize 
them here, two or three changes from 
the draft proposal may be mentioned. 
In the final rules the requirement to 
state “the per-share cost to common 
stockholders” of bonus and _ pension 
plans, which was criticized in the 
December issue, has been deleted ; also, 
the rules retain the pre-existing defini- 
tion of associate and restrict individual 
remuneration data to directors, includ- 
ing nominees, and the three (instead 
of five) highest-paid officers receiving 
over $20,000 exclusive of pension and 
retirement plan costs. 
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Mr. Caffrey’s Address 


Chairman Caffrey addressed the last 
annual meeting of the American Insti- 
tute of Accountants on the subject of 
“Plain Talk in Accounting.” His re- 
marks indicated an understanding of 
the accountant’s task and problems that 
will be gratifying to all practicing ac- 
countants. The address avoids any 
technical discussion of accounting prob- 
lems of the day and instead seeks to 
outline some problems of the layman 
who must, Mr. Caffrey says, rely upon 
accounting data presented by the com- 
pany and, generally, reported upon by 
an independent public accountant. His 
approach to the income statement is 
well worth consideration : 


“An accountant necessarily deals with 
terms of art. But those terms have popu- 
lar meanings to the non-protessionals who 
read and rely on accountants’ statements. 
While I might be ill at ease in technical 
arguments about the full implications of 
such words as ‘profit,’ ‘income,’ ‘surplus’ 
and ‘depreciation,’ when I read an account- 
ant’s statement I have a very well-defined 
reaction to these words. I assume that their 
character and quality of these accounts are 
the same for different statements of the 
same or different businesses. I assume that 
the accountant has told me how much the 
business made or lost during the year and 
‘how much it can pay out without impair- 
ing the investment. I expect the statement 
to be complete: if it covers income and 
outgo I feel entitled to believe that charges 
and credits have not been tucked away or 
placed anywhere else. If there are neces- 
sary qualifications to what I read in the 
figures I assume that these will be flagged 
for me where they are most pertinent and 
will be stated in such a way as to permit 
me to appraise the statement intelligently. 

“These are the things a layman expects. 
In my opinion these expectations are the 
core of accounting. They are the common 
ground upon which the public and the 
profession communicate; they are the only 
source of vitality for accounting concepts ; 
they define ideals—vague and difficult as 
they may be—toward which the philosophy 
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and language of accounting must move to 
be vigorous and meaningiul. When ac- 
counting terminology loses touch with 
common meanings it becomes at best a 
verbal exercise and at worst a polite 
method of lying. As necessary as it may 
be for the accountant to choose between 
alternative theories or alternative applica- 
tions of theory in the course of making 
his statement; as multiple and as com- 
plex as may be the elements that go into 
the achievement of the net result, it must 
mean pretty much what the layman thinks 
it means or it has no public meaning at all. 

“Thus, there are necessary limitations to 
the art of accounting. It cannot be per- 
mitted to take the accountant so far afield 
that his language loses its essential touch 
with reality. The common man’s under- 
standings of accountants’ words are heavy 
anchors against drift in representation of 
of financial facts. They must form, in all 
statements, for all companies, and wher- 
ever used, the essential content of ac- 
counting terminology. 

“Every generation brings with it those 
who strive for certainty, and it brings also 
those who insist that certainty is a will- 
o'the-wisp. Of course, absolute certainty 
in accounting is not now, and may never 
be, an achieved fact. But it is nonsenical 
and dangerous to deny its validity as an 
ideal. Your profession has in the past 
decade made many improvements in that 
direction. They are palpable evidence that 
we can go still further. 

“There is a vast premium in continuing 
efforts to achieve certainty, comparability, 
and rigid independence in accounting. We 
must remember that an accountant’s pres- 
entation is, to most people who read it, 
like a mariner’s compass in the fog. It is 
all y have to go by. If the guide fails 
they are lost. They cannot trace back the 
method of arriving at the statement. They 
do not have the skill to temper their read- 
ing with sophisticated judgments about di- 
versities in accounting treatments. They 
have no choice but to assume that the ac- 
countant’ $ presentation means what it says 
and that it tells the whole truth, on the 
basis of an independent and thorough sur- 
vev ot the facts. 

“Full respect for the stewardship inher- 
1erent in the position of the accountant re- 
juires more than conscientious perform- 
ance by individual practitioners. Who is 
to blame if the balance sheets and in- 
come statements of the X and Y compa- 
nies certified by different firms, are found 
to use the same language, within the scope 
of accepted or acceptable accounting prin- 
ciples, to describe different things? There 
may be excellent arguments to justify both 
presentations and both may have been con- 
scientiously certified. However, if they 
use the same words to describe different 
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things even an experienced investor who 
makes a comparison between them has been 
seriously misled by a dangerous though 
honest falsehood. Each statement, telling 
the truth in its own way, is justifiable. Put 
together they distort each other.” 


In closing, Mr. Caffrey paid full 
tribute to the cooperation accorded the 
Commission by the Institute and 
stressed a fact which is often lost sight 
of—that progress in accounting has and 

should come by voluntary adoption and 
observance of professional standards 
far more than by coercion. 


More Income vs. Surplus 


In an address before the New Jersey 
Society of C.P.A’s. on December 16, 
1947, Earle C. King, Chief Accountant 
of the S.E.C., restated the views of the 
Commission’s staff on the surplus in- 
come controversy (reported in the 
January issue), but in this more defi- 
nite language. 

“It has been our position, which we 
have expressed repeatedly and maintained 
consistently, that ordinarily all items of in- 
come and expense recognized —— an 
accounting period should be inc luded in 
the determination of net income for that 
period; that any extraneous items, mate- 
rial in amount, should be clearly explained ; 
that such items might properly be shown 
in a separate and final section of the in- 
come statement but before the determination 
of net income; and that the final caption 
of the income statement should be ‘Net In- 
come’.” 


More important, he quoted the text 
of a letter authorized by the Commis- 
sion to be sent to the American Institute 
of Accountants in connection with the 
latter's Accounting Research Bulletin 
No. 32. The divergence in viewpoint 
is clear from the following excerpt: 


“The issuance of Accounting Research 
Bulletin No. 32 entitled ‘Income and 
Earned Surplus’ by the Accounting Pro- 
cedure Committee of the American Insti- 
tute of Accountants raises several impor- 
tant problems of vital concern to this 
Commission, as I have indicated to you 
by letter and in conference from time to 
time in the course of the development of 
the bulletin. The procedures recommended 
in the bulletin seem to be susceptible to 
abuse and may result in misleading in- 
come and earned surplus statements in con- 
flict with published rules and opinions of 
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the Commission as well as of opinions of 
the Chief Accountant, inasmuch as they: 


(1) make mandatory the exclusion of cer- 
tain specified items from the determina- 
tion of net income ‘when their inclusion 
would impair the significance of net in- 
come so that misleading inferences might 
be drawn therefrom’; 

(2) permit the items so excluded to be 
shown either at the bottom of the income 
statement immediately following the 
‘amount of net income’ or as direct charges 
or credits to surplus; 


(3) permit the commingling of the items 
excluded from the determination of net in- 
come with appropriations to general con- 
tingency and inventory reserves made from 
net income, and 
(4) prescribe no caption for the final item 
on the income statement when any of 
the items referred to in (2) or (3) are 
shown therein. 

“Under these circumstances the Com- 
mission has authorized the staff to take ex- 
ception to financial statements which ap- 
pear to be misleading, even though they 
reflect the application of Accounting Re- 
search Bulletin No. 32. 


Thomascolof Incorporated 


The latest in a long line of opinions 
dealing with promotional companies 
i. register to sell securities under the 
1933 Act is in the matter of Thomas- 
pene Incorporated (Securities Act Re- 
lease No. 3267, November 26, 1947). 
In the instant case. amendments were 
filed of such nature as to cause the 
Commission to dismiss the proceedings 
and permit the statement to become 
effective. However, since the Commis- 
sion seized the occasion to issue a rather 
detailed opinion, it will be discussed 
next month. 


Premiums on Preferred Stock 


Regulatory commissions encounter 
accounting principles in some unex- 
pected situations. For more than four 
years, it has been Commission policy 
(Accounting Series Release No. 45, 
June, 1943) to require that premiums 
paid on retirement of preferred stock be 
charge d to any existing earned surplus 
to the extent the premiums paid ex- 
ceeded premiums received thereon. 
This position accords with that of the 
American Accounting Association, but 
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has been viewed with disfavor by many, 
though by no means all, public account- 
ants. Release 45 itself indicated the 
possibility of divergence between ac- 
counting principles and regulatory ob- 
jectives through special reference to 
certain utility cases. On the, other 
hand, no instance is known in which 
the fiction of a premium paid and re- 
ceived has been invoked to require a 
charge to earned surplus in the case of 
a share for share exchange offer, with 
no boot. 

Such exchange offers have been 
fairly frequent as a means of reducing 
high dividend rates often found on old 
stock. The instant case (Louisiana 
Power & Light Company, Holding 
Company Act, Release No. 7906, De- 
cember 15, 1947) is typical. The Com- 
pany had outstanding some 59,000 
shares of $6 preferred stock having a 
stated value of $100 per share. A new 
preferred stock of $100 par value was 
to be offered in exchange for the old 
on a share for share basis. Both the 
old and new stock had a voluntary and 
involuntary liquidation preference of 
$100 per share plus accrued dividends 
and a redemption price of $110 per 
share. The new stock was to bear 
such dividend rate as “would produce 
a market price of at least $110.” Un- 
exchanged shares would be redeemed 
at $110, with money therefor provided, 
if necessary, by sale of common stock 
to the parent. 

In previous cases (Union Electric 
Company, Holding Company Act Re- 
leases Nos, 6594 and 6910, 1946) the 
Commission had stated that, as a matter 
of policy, the maximum premium on 
new preferred issues would be limited 
to 234 points, for reasons set out below. 
If that policy had been adhered to in 
this case, exchanges would probably 
have been few, since by requesting re- 
demption present shareholders would 


get $110 per share rather than a security 


with at most a $102.75 market value 
per share. Moreover, on that basis, 
redemption of the old shares would 
have necessitated, under the Commis- 
sion’s announced accounting views, a 
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possible charge to earned surplus of $10 
per share or $590,000. On the other 
hand, both the staff of the Commission’s 
Public Utility Division and the regis- 
trant appear to have taken the position 
that as a matter of accepted accounting 
practice, no premium, paid or received, 
need be recorded in a share-for-share 
exchange offer of shares having the 
same par or stated value.* Accordingly, 
if the dividend rate were set to bring 
$110 per share in the market, redemp- 
tion and exchange would, presumably, 
be equally attractive on a purely price 
basis and to the extent shares were 
exchanged, there would be no need 
for a charge to earned surplus and an 
offsetting credit to capital surplus to 
record a $10 premium “paid” on the 
old stock and “received” on the new. 
Thus, the actual issue was whether, in 
view of its previously announced policy, 
the Commission would permit issuance 
of preferred stock with a dividend cal- 
culated to yield a market price of $110. 
The Commission, voting 4 to 1, deter- 
mined to permit the issue, but stated 
specifically that the case was decided 
on its special facts as an exception to 
the general policy. The following ex- 
cerpts from the opinion are of consider- 
able interest as a reflection of the inter- 
play of accounting and regulatory con- 
siderations : 

“Unless applicant is permitted to issue 
the New Preferred at the proposed pre- 
mium it will be compelled (unless the plan 
is altered to require the issuance of more 
preferred shares) to make a cash outlay 
for the amount of the redemption pre- 
mium and record a charge to surplus. On 
the other hand, according to generally ac- 
cepted accounting practice which in an ex- 
change transaction of the type proposed 
here recognizes no payment of a redemp- 
tion premium or receipt of an issue pre- 
mium, the proposed plan will avoid the 
necessity of making a charge to surplus at 
this time, although such a charge will 
eventually be made should the New Pre- 
ferred ever be redeemed. 

“The staff, while not directly challeng- 
ing the validity of the accounting prac- 
tice, contends that in effect Louisiana is 
redeeming its outstanding securities at $110 


and is issuing a new security with a value 
of $110, so that it is in fact paying a $10 
premium on account of the old and re- 
ceiving a $10 premium on account of the 
new shares. This, says the statf, would 
not be reflected on Louisiana’s books pur- 

ge to the accounting practice and, there- 


fore, certain adverse consequences would 
follow. "hae consequences can be avoided, 
according to the staff, only by preventing 


Louisiana from promulgating an exchange 
in which the practice would apply. 

“Before considering the contentions of 
the staff, we note that the validity ot the 
accounting practice which is said to make 
these adverse results possible has not been 
put in issue. Both the staff and the ap- 
plicants have assumed the validity of this 
practice and for purposes of this opinion 
we think we may proceed on the same as- 
sumption in determining the issues before 
us. We need decide only whether the pos- 
sibility of harm in the circumstances of 
this case is so great as to outweigh the 
benefits and savings of the exchange pro- 
posed by the management. 

“The staff claims that the proposed ex- 
change will conceal the true cost of pre- 
ferred stock money. It claims also that by 
the simple expedient of adjusting the divi- 
dend rate Louisiana will have altered its 
true capital ratios so as to improve the 
apparent common stock equity at the ex- 
pense of the preferred, thereby making it 
possible to pay dividends in excess of sur- 
plus (adjusted to reflect the payment of 
a premium), and possibly affecting ad- 
versely legal and regulatory safeguards 
which are based in part on capital ratios. 

“Primarily, it should be noted that the 
‘concealment’ referred to by the staff oc- 
curs in any case of sale of a note or pre- 
ferred stock at any premium or discount. 
Thus, even under the policy of permitting 
limited premiums there is concealm ent of 
the ‘true’ cost of money. In principle, the 
‘concealment’ in this case is no more in- 
vidious, although the degree is greater, 
than in any case of sale at other than 
par or principal amount. From the reg- 
ulatory point of view adverse consequences 
follow only if the regulatory body, desir- 
ing the facts, cannot obtain them. In this 
proceeding, and otherwise, the full facts 
surrounding the nature of the exchange 
are revealed. 

“Similar considerations apply to the 
staff’s contentions with respect to capital 
ratios and the ability to pay dividends. 
Neither we nor any other commission with 
jurisdiction over dividend payments will 
be debarred from considering, whenever 
it becomes relevant, the effect of this ex- 
change on the propriety of a proposed divi- 


* Citing a bulletin to that effect issued by the Committee on Statistics and Accounts of 
the National Association of Railroad and Utilities Commissioners (Case E-79). 
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dend. It should be noted that, in raising 
the issue of the propriety of future divi- 
dends based on the unchanged surplus, the 
staff is indirectly attacking the accounting 
practice it concedes. Were we to give 
dispositive weight to this contention we 
would necessarily be deciding that the ac- 
cepted accounting practice is erroneous, but, 
as we have indicated, we do not have that 
issue before us and do not have to decide 
it here. Moreover, we may note in this 
connection that, as a result of the pro- 
proposed refinancing, the financial condi- 
tion of the company will be improved by 
reason of the reduction in present divi- 
dend requirements, and, to the extent that 
unexchanged prefrered stock is redeemed, 
by an increase in the proportion of com- 
mon stock equity in the capital structure. 

“The staff points out that redemption 
prices tend to set_approximate ceilings on 
market prices. Thus a preferred stock- 
holder making the exchange will receive 
a stock selling at or close to the top of its 
market potential. It is pointed out, further, 
that the new stock (like the old) has a 
liquidation value of $100 and, it is stated, 
should the company liquidate, the new 
stockholder would receive substantially less 
than the initial market price which formed 
the basis of his exchange. 

“These arguments would have more 
weight as applied to a forced exchange 
than they do here where the exchange is 

voluntary and preferred stockholders are 
being provided with an opportunity to _re- 
ceive their maximum claim in cash. The 
only contingency which would result in 
patent unfairness would be an imminent 
liquidation which would deprive the holder 
of New Preferred of an opportunity to 
continue with his investment while paying 
him only $100. However, should Louisi- 
ana’s liquidation take place under our jur- 
isdiction we would be able to make appro- 
priate safeguarding provisions. Moreover, 
while we believe these considerations urged 
by the staff do not warrant denial of this 
application relating to a voluntary ex- 
change, we think that preferred stockhold- 
ers should bear these factors in mind in 
considering exchanges. We will scruti- 
nize any proposed solicitation literature to 
see that it contains an appropriate de- 
scription of these matters. 

“The policy of limiting maximum premi- 
ums to 2.75% achieves certain desirable re- 
sults. First, if a new security is given a par 
of $100 or some multiple or simple quotient 
thereof, limiting the premium makes it 
iairly easy to compare the yield with cur- 
rent market yields. While ease of com- 
parison is desirable we do not think that 
sufficient additional difficulty in comparing 
relative yields on Louisiana’s proposed pre- 
ierred stock and on other securities is cre- 
ated by the premium proposed here to jus- 
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tify our rejection of the proposal. More 
important than ease of comparison are other 
considerations urged upon us in this case. 
Some of them we have already discussed. 
In addition the staff has stated, and has 
introduced charts to demonstrate, that the 
cost of money tends to increase out of pro- 
portion with increase in issue price as 
the issue price exceeds par. Studies made 
by the staff indicate that an issuer must 
pay higher dividends or interest to sell a 
high premium security than it would have, 
proportionally, to sell a security priced 
closer to par. Whatever the reasons for 
this may be, it appears that the market 
must be stimulated to take high premium 
securities by offers of better yields than are 
available at lower prices. 

“We have considered the probable ef- 
fect on the cost of money of the proposed 
exchange, with a dividend rate geared to 
yield a market of $110 (as distinguished 
from the limit of 102.75 proposed by the 
staff). We have concluded with regard 
to the special facts of this case, that the 
difference would be so slight in this case 
as not to warrant a denial of the applica- 
tion.’ 


To be sure, the significance of the 
case, in accounting, would have been 
greater had the accounting principles 
been put in issue, rather than conceded. 
But it is nevertheless important since in 
it regulatory considerations are dis- 
cussed only after assuming the general- 
ly accepted accounting practice applica 
ble in the circumstances, and there is 
no discernible tendency to solve the 
case by disregarding the accounting 
principles stated to be applicable to the 
situation. 

In the circumstances, to discuss the 
merits of the accounting point might 
appear to approach impertinence. Still, 
one or two observatios may be in order. 
The principal issue is whether, as a mat- 
ter of accounting, shares of stock issued 
in a share for share exchange for out- 
standing shares of equal, fully paid par 
or stated value must for record purpose 
be assigned a “fair market value” as is 
done where shares are issued for prop- 
erty; or whether such transactions fall 
generally within the area of merger and 
intracompany readjustment in which 
the stock issued in exchange for old 
stock is not ordinarily recorded on the 
basis of market values, but instead is 
recorded on the basis of pre-existing 
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capital contributions. Also, granting the 
propriety of charging redemption pre- 
miums to earned surplus (which some 
—perhaps many—would not), is that 
policy of such virility as to make man- 
datory the transfer of earned surplus 
to capital surplus in an amount equal 
to the voluntary redemption premium 
although no new dollars are paid i 


and the identical persons remain as 
stockholders? To us, it seems the an- 
swer ought to be “no premium” on ei- 
ther line of inquiry—at least in cases 
presenting no unusual circumstances 
and where no attempt is being made 
to compensate the old shareholders for 
an unsatisfied right such as accrued un- 
paid dividends. 
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AN ADIRONDACK VIEW 


The northern lights may have seen queer sights; perhaps the queerest was when dear old 


dead 
the q 


Sam McGee sat up in the firebox of the “Alice May”; but have you ever considered 
ueerness of good old Form 1040 plus the instructions and regulations with which he is 


clothed ? 
Without getting technical and messing around with illustrating examples, here is what is 
supposed to be done with income to fix up old Form 1040: 


. Some income you just forget about. 


2. Some you put in at 3% of what you paid for what you bought to produce the money 


you got. 


3. Some you chop in two, exactly. 
4. Some you put in at one place and leave out in another ; but, on some of this, after you 


have left it out in one place, and before you put it in the other, you take out all that 
was earned from loaning a certain amount, or less, to a certain party, before March 
came around in 1941, but after September hit in 1917. 


5. Some you put in when you earn it whether you get it or not; and some you put in only 


when you get it regardless of when you earned it, or whether you earned it or not. 


And as for the things that get pulled out in dear and queer Form 1040, take a sober look 
at these, and you won’t need a highball later—or perhaps you will: 


Ll; 


w 


2. And those loans that never came back—if made to an enemy, take them out; 


Deduct the cost of getting around to earn your pay if your boss gives you the dough 
for it; if he doesn’t you can’t deduct it, that is not on page 1; that page is a very special 
page and has to be treated with top level amenities, like the janitor now-a-days. But 
page 3 is different, you can deduct it there; however, before the pilgrim’s progress 
arrives at page 3 he will be sick of the whole thing anyway, will tear on the dotted 
line (a modern habit), and throw that page and the taxes that are on the back into the 
ash can; wishing, of course, that the tax to pay was with the table, instead of per the 
table. 
but if 
you helped your brother out of a hole—no, no, no, forget them, charity my friend, 
just a little family affair. A prudent business man should know better than to loan 
money to his brother, or father, or son. 
. Deduct the loss on the motorboat you sold or your automobile or your house? Not 
by a jug-full! But sell them at a profit and see what happens, this is a cat with a 
different ancestry; go get Schedule D, your slide rule, magnifying glass, and call for 
competent counsel—the furnace man at your brokers, for example. 


4. And don’t give away too much, if you do the 15% limit will teach you to contro! your 


mn 


charitable instincts. Form 1040 does not allow wild giving. 

. But when you get sick don’t be bashful, step on the gas and let ’er roll. Unless you do 
a good job of it you can’t deduct anything. But don’t overdo and be too sick—you 
might not be able to deduct it all or you might croak, and croaking expenses are not 
among the deducts. A man must exercise control in all things, even medical expenses 
—too little is not enough and too much is in excess of being extraordinary. 

* * * 


Well, it’s a queer world. Some folks would like to see Form 1040 and Sam McGee swap 


place 


>. 


By Leonard Houghton, C. P. A. 
President et al., Adirondack “Chapter” 


February 











old 
‘red 
e is 


mney 


you 
that 
rch 


only 
not. 


look 


ugh 
cial 
But 
ress 
tted 
the 

the 


it if 
end, 
loan 


Not 
th a 

for 
your 
1 do 
-you 

not 
nses 


wap 


jar 














The Taxpert 














By Lewis Guiuick, C.P.A. 


Community Property 
WU read Godfrey Nelson’s article in 
lhe New York Times of Decem- 


ber 14th and enjoyed his comments on 





the [/"1/co.r case, which puts Pennsyl- 
vania out of the community property 
list. Then, we turned to the first section 
and on page one found the announce- 
ment that, unless Congress granted uni- 
vers ee livision of income, Governor 
Dewey would be obliged to recommend 
that Ne w York adopt a community 


property law. He estimated that New 
York citizens were losing upwards of 
$170,000,000, per year as compared to 
the old Spanish law states. What politi- 
cal significance that has, if any, we don’t 
know. Perhaps by the time this gets in 
print, Congress will have enacted the 
law. But vou can take it from us, Cali- 
fornia isn't going to like it. Many peo- 
ple claim that it is unfair, even uncon- 
stitutional, to accomplish tax reduction 
for only 35 or 36 states. And you can’t 
convince them that it was equally unfair 
for twenty years for the community 
property states to get the reduction they 
enjoyed. “That’s different!” is their 
comment. nd don’t fool yourself that 
the old community bloc is going to take 
it without a struggle, albeit one behind 
the scenes. And with an election com- 
ing up, and California having a lot of 
votes, anything may happen. Taxwise 
or otherwise, verbum sap.! 








Lewis Gruick, C.P.A., has been 
a member of our Society since 1924. 
He is now engaged in practice in 
Long Beach California. He is best 
known as the SHOPTALKER, under 
hich name he has been writing 
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Old Stuff 


The following is taken from the De- 
cember, 1932, issue of the ‘Certified 
Public Accountant”, the magazine of 
the old American Society of C.P.A.’s. 
It should be read in connection with In- 
ternal Revenue Code, Section 2401. 

“Of all the nuisance taxes imposed last 
session of Congress, the one which has hit 

New York hardest is that on fur garments. 

We agree that the tax is iniquitous. We 

predict that revenue men will be contesting 

appeals long after Roosevelt is finished with 

his first term (323 CCH #6416).” 


A truer prediction never appeared in 
the Shop. Furthermore, if you will just 
substitute the name of the man you 
think will be elected in November, 
1948, vou can consider the prediction 
renewed. 


Saving? 
We quote from page 801 of our De- 
cember issue. 


“An inactive corporation not formally 
dissolved, is now not required to file an in- 
come tax return. The corporation must 
show that it has ceased its business, has re- 
tained no assets and has no income.” 


Heck, Mr. Harrow! In order to 
comply with IT 3871 and satisfy the 
Collector that you don’t have to file a 
return, you could probably file an 1120 
and save time. 


Poor Papa! 


A stand out for human interest is the 
case reported at 9 TC, No. 65. Tech- 
nically it is trite. The Commissioner 
was sustained. But the human interest 
is what appeals to us. A father, striv- 
ing earnestly to keep his son in busi- 
ness, endorsed the boy’s notes. The son 
went bankrupt anyhow, and the Court 
ruled that the father had made a gift; 
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not sustained a deductible bad debt loss. 
Poor Mr. Ellisberg! 


Cases 


Samuel Goldwyn is more or less of 
a Hollywood-legend. True or fictitious, 
his attacks on the English language, are 
an accepted part of a tradition. There 
is nothing fictitious in his case, 9 TC, 
No. 71. A five man dissent means a 
certain appeal, and we hope Goldwyn 
wins, 

The court was evidently in a bad 
humor that day, for 9 TC, No. 73 & 74 
also have five member dissents. 

We really like the decision in the 
Schairer case, 9 TC, No. 75. A corpo- 
ration reimbursed its Vice-President 
for the loss he incurred on the sale of 
his residence, necessitated by his re- 
moval, on corporate business, to an- 
other city. The Commissioner tried to 
tax that reimbursement as additional 
compensation. The Court, without dis- 
sent, found for the taxpayer. That's 
justice! 

Another pleasant case is that of 
Stifel,9 TC, No. 79. A family partner- 
ship was held to be bona fide. 


Divorce lawyers should note the Dau- 
walter case, 9 TC, No. 80. 

Taxperts in Oregon are going to need 
extra scratch pads and pencils this sea- 
son. In fact, were we a calculator 
manufacturer, we'd put extra salesmen 
into that territory. The effective date 
of the Community property act is July 
5 (IT 3868). 


Laugh of the Year 


Arthur Metzger tells this one. He 
says he was an eye and ear witness. 

A young deputy-collector was argu- 
ing with a taxpayer. The latter, irate, 
pounded the counter and said “Well, if 


using my auto to collect rents isn’t a 
necessary business expense, what is it?” 
To which the young deputy repliec 


‘Believe me, mister, in my case it would 
be a pleasure !”’ 


Correction 

On page 849 of the December, 1947, 
issue a typographical error caused a 
mistake to appear in the reference to 
David Dodge’s (C.P.A.) new book 
“How Green Was My Father.” 
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To the Editor of The New York 

Certified Public Accountant: 

Over the past few years I have 
voiced dissatisfaction with the stan- 
dard short form of accountant’s re- 
port. In September, 1941, it was 
pointed out, as to the first sentence 
thereof, that it was improperly punc- 
tuated; but apart from that feature, 
the joining, as equal ranking clauses 
with the statement “we have exam- 
ined,” of various steps taken in the 
examination, impairs the intent of 
the word “examined.” The thought 
relationship does not warrant the 
clauses following the first one being 
included in parallel positions with it 
as though of equal importance. 

It is interesting to note in the 
appended short report form adopted 
by one of the largest firms, that this 
situation has been recognized. The 
report referred to with names de- 
leted, is as follows: 
3oard of Directors of 
Association, Inc.: 


To the 
the “Anonymous” 
We have made an examination of the 
balance sheet of “Anonymous” Association, 
Inc. (a membership corporation, organized 
under the laws of the State of New York) 
as of May 31, 1947, and of the related state- 
ment of income for the fiscal year ending 
May 31, 1947. Our examination was made 
in accordance with generally accepted 
auditing standards applicable in the circum- 
stances and included such tests of the ac- 
counting records and other supporting 
evidence, and such other procedures as we 
considered necessary. 

In our opinion, the accompanying balance 
sheet and related statement of income pre- 
sent fairly the financial position of the 
“Anonymous” Association, Inc. as of May 
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31, 1947, and the results of its operations 

for the year ending May 31, 1947, in con- 

formity with generally accepted accounting 
principles applied on a basis consistent with 
that of the preceding fiscal year. 

It might be said that the comma after 
the word “evidence,” should be omitted 
but that is a small matter. A criticism 
could be made of the continued use of 
the phrase “present fairly the financial 
position.” According to Fowler’s Dic- 
tionary of Modern English Usage (sec- 
tion designated as position of adverbs ) 
it is improper to place an adverb be- 
tween a transitive verb and its object; 
it belongs either before the verb or after 
the object. Perhaps the intent of the 
composers of the standard form was to 
get the word “fairly” next to the object 
to indicate a close connection with “the 
financial position,” but, of course, an 
adverb cannot qualify a noun. 

Someone afraid of his grammar, as 
an English professor phrased it, might 
offer a criticism of the use of the word 
“ending” in “fiscal year ending May 31, 
1947.” Idiom is preferable to merely 
correct grammar. The phrase is idio- 
matic; it is also the historical present. 
A fiscal year which began June 1, 1946, 
will always end on May 31, 1947. I 
have no quarrel with those who prefer 
to say “year which ended,” but “year 
ended” is less agreeable. 


Very truly yours, 
A. S, FEDDE 


New York, N. Y. 
December 18, 1947. 
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Investigations for Financing 


y David Himmelblau, Assisted by 
the Staff of the Department of Ac- 
counting of Northwestern University. 
Tue RONALD Press Company, New 
York, 1947. Pages 371, $6.00. 


1 OTN, 


e is li | cK tj 
, 1s Him ited to accounting 
investigations in connection with pro- 


term financing through the 
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sale of securities to the public or large 
institutional investors. It concerns it- 
self exc parte ly with those auditing pro- 
cedures which are applicable under the 


circumstances, and the special reports 
to be prepared for the use of bankers 
contemplating a proposed issue of se- 
curities or for inclusion, by issuers and 
bankers respectively, in registration 
statements and prospectuses required to 
be filed with the S.E.C 

The general plan of presentation fol- 
lows the “Unit Lecture Method.” The 
text consists of fifteen chapters, each of 
which, mate with its related prob- 
lems, questions and correlated audit 
work papers, represents a separate unit 
of instructions. Lecture 1 covers the 
preliminary analysis of the company 
ures to determine the subject matter 
be investigated. Lecture 2 deals with 
the drafting of adjusting journal en- 
particularly where several years 
are involved. Lectures 3 to 7 inclusive 
outline the procedures to be followed in 
auditing the various balance sheet and 
related income items. Particular em- 
phasis is placed on the differences be- 
tween the verification procedures in an 
annual audit, and those in special in- 
vestigations for long term financing, 
mergers, consolidation and reorganiza- 
tion. Special consideration is given to 
verification and valuation of inventories 
(Lectures + and and property ac- 
(Lectures 6 and 7) both of 

ich recently have been the subject of 
nuch controversial discussion between 
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management and independent public 
accountants. 

The purpose of the investigation will 
determine the type of report to be pre- 
pared. Lecture 8 is devoted to a de- 
tailed discussion and illustration of 

“Statements of Application of Funds” 
as a means of analyzing the character 
of financial changes ‘during period 
under review. Lecture 9 concerns it- 
self with a brief outline of the financial 
statements required to be filed for in- 
dustrial corporations registering an is- 
sue of securities with the SEC. The 
financial statements taken from the 
registration statement of the American 
Potash & Chemical Corporation are iii- 
cluded for illustrative purposes. The 
student and practitioner will find this 
chapter particularly helpful as a guide 
to basic SEC sources and other authori- 
tative writings in the field. The pro 
forma balance sheet is covered in 
Lecture 10. 

Where an issue of securities is pro- 
posed for sale to the public, the most 
important phase of the auditors investi- 
gation centers upon the prospective 
ability of the issuer to meet fixed 
charges for interest, dividends, and/or 
sinking fund during the term of the se- 
curities. To this end a proper deter- 
mination of past earnings as a basis for 
future estimates is a focal point of the 
investigation. Lecture 11, entitled “Cor- 
porate Earnings” covers this very im- 
portant topic extremely well. Lectures 
12 and 13, respectively, discuss in some 
detail the auditor’s certificate and the 
practical problems to be considered in 
writing the report. The final age 
goes into a rather comprehens sive dis 
cussion of Industrial Analysis. 

This is a specialized work, designed 
as a text for advanced students and in- 
dependent public accountants, who are 
especially interested in the auditing pro- 
cedures applicable in accounting inves- 
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tigations for long-term financing, mer- 
gers, consolidations and reorganization. 
It assumes, as a prerequisite, the com- 
pletion of an auditing course covering 
annual audits for shareholders and the 
auditing workpapers applicable thereto. 
The book is well organized, contains 
many practical illustrations selected 
from current published corporate re- 
ports and is amply supplied with prob- 
lems and questions suitable for both 
class discussion and home assignments. 

University instructors will find this 
a most excellent text for their students, 
and indepencient accountants a valuable 
addition to their library. 


B. BERNARD GREIDINGER 


Graduate School of 
Business Administration 
New York University 


The Fund Theory of Accounting 
and Its Implications for Financial 
Reports, 
3y William J. Vatter, UNIVERSITY 
oF CHICAGO Press, Chicago, Illinois. 
A Supplement to the Journal of Busi- 
ness of the University of Chicago, 
1947. 123 pages, $1.50. 


What the author in his Preface calls 
a “little excursion into some untried 
and rather speculative areas of account- 
ing thought” turns out to be a very 
argumentative and very closely rea- 
soned exposition of his analysis of, and 
expansion upon, the fund theory of 
accounting. 

The author is of the opinion that 
“neither the proprietary theory nor the 
entity theory is a wholly satisfying 
frame of reference for accounting. Each 
is vulnerable in that it adopts a person- 
ality as its focus of attention—The 
weakness in these personalized bases 
for accounting is that the content of 
accounting reports will tend to be af- 
fected by personal analogies ; and issues 
will be decided not by considering the 
nature of the problem but upon some 
extension of personality—to reach or to 
support conclusions that are for the 
most part mere expediencies.” Prof. 
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Vatter feels that in view of the many 
parties, governmental units, stockhold- 
ers, bondholders, short term credit 
grantors, management, employees, etc., 
who are interested in the financial 
records of an enterprise, it would be 
well if an “area of attention—a de- 
limited and prescribed set of activities” 
should be the unit of business or the 
“fund” for which the accountant ought 
to prepare a report. “In this sense of 
‘fund’ there are involved (1) a segrega- 
tion of assets for a given purpose and 
(2) a partial recognition of the set of 
separate operations which pertain to 
these assets.” 

In the course of his monograph, the 
author finds it necessary to define his 
terms or rather to redefine accounting 
terms. His primary definitions are that 
assets are “service potentials’, that 
wealth is “an aggregation of service 
potentials” and that equities (liabilities 
and proprietorship claims) are “restric- 
tions that apply to assets in the fund 
and which therefore condition the oper- 
ations of the fund as dictated by man- 
agement.”” The balance sheet equation 
therefore is: assets equals restrictions 
upon assets. Revenue (gross income) 
results from asset increasing transac- 
tions in which “the new assets are com- 
pletely free of equity restrictions other 
than the residual equity of the fund it- 
self” and expenses become “simply the 
draining off or the release of converted 
services into certain channels during 
some period of time.” 

He summarizes his theory as follows: 


“1. The fund, not some person con- 
nected with it, is viewed as an entity. 

“2. Valuation, so far as fund ac- 
counting is concerned, is a minor 1s- 
S06; ... 

“3. Equities, or whatever the right- 
hand balance sheet items are called, are 
viewed as restrictions upon assets, not 
as legal liabilities; . . 

“4. The segregation of long-term 
from short-term items is maintained in 
somewhat more definite ways when 
fund accounting is employed. . 
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“6, One of the distinctive features 
of fund accountings is the absence of 
emphasis upon ‘net income’ and related 
notions of ‘profit,’ ‘operating margins,’ 
and the like.” 


Funds may take many shapes. The 
division of the various operations of an 
organization may be made on any use- 
ful basis. A very interesting division 
into “capital fund” and “current fund” 
is part of the author’s discussion. How- 
ever, when he finally gets down to his 
summarizing illustrative chapter he 
divides his organization and its opera- 
tions into the following funds: (1) 
Cash and Banks Fund, (2) General 
Operating Fund, (3) Investment Fund, 
(4) Sinking Fund-Current, (5) Sink- 
ing Fund-Investments and (6) Capital 
Fund. He suggests that some of these 
might very well be subdivided or have 
sub-funds included in therein. State- 
ments of the various funds are not con- 
solidated, but merely presented in paral- 
lel columns. 

It is the author’s theory that giving 
the statements of funds rather than one 
balance sheet and one profit and loss 
statement, puts the reader in a position 
where he not only has all the informa- 
tion which is necessary for him to de- 
termine the facts which he requires for 
his particular purposes, but also puts 
him in a position where he must make 
the analysis and compilation himself 
since the report itself does not submit 
figures of such a nature that “the 
reader can seize upon some one figure 
(usually an inadequate one) to serve 
his purpose.” 

The monograph is a very interesting 
one. It covers a field in which there has 
not been too much discussion, and should 
certainly start a considerable flow of 
literature regarding fund accounting. 
At the very least, the many persons 
who are quoted in order to be refuted 
should be ready with their side of the 
picture in the near future. 

The article loses out, however, by its 
argumentativeness. Had less time been 
spent on breaking down the position of 
other writers and had the pamphlet con- 
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sisted of a straight exposition of the 
point of view of the author and a 
straight analysis of the fund theory as 
he envisions it, the reader would be left 
with a clearer notion of what the author 
is driving at. His analysis of other and 
opposing theories and his arguments 
for, rather than explanations of, his 
theory might very well have been re- 
moved from the body of the article and 
put into a supplemental pamphlet or 
in an appendix. 

I trust that the near future will see 
an article by Professor Vatter which 
will give his analysis of the fund theory 
without requiring the reader to wade 
through his arguments with all the 
writers in accounting he could find to 
dispute. 

RatpH G. LEepLey 


New York, N. Y. 


Business Law Questions, with anno- 
tated answers. (Suggested answers 
to questions asked on Wisconsin C, 
P. A. examinations, 1937-1946.) By 
H. M. Schuck. THe UNIVERSITY OF 
Wrisconstn, Madison, Wisconsin, 
1947. 81 pages, $1.10. 

The title of this pamphlet suggests 
that it was prepared primarily as a re- 
view of legal principles for CPA can- 
didates. The author states in his preface, 
however, that the work “is designed 
primarily as a review of business law 
for accountants” and that its publica- 
tion is based in part on the belief that 
the contents will be of interest and 
value to businessmen generally. In a 
word, it was not intended to serve as 
a substitute for a textbook on commer- 
cial law. If it were, like all such text- 
books, it would at best be of doubtful 
value. I f a businessman or an accountant 
wants a legal background he had best 
get a casebook and study it under a 
competent instructor. Statements of 
legal principles or questions and an- 
swers will give him no perspective of 
the law in operation. 

The Wisconsin C.P.A. candidate will 
find the work of particular valug. Some 
eight topics are listed and questions 
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asked in the Wisconsin CPA examina- 
tions over a period of some ten years 
are collated under each topic and an- 
swered. The answers for the most part 
are brief, sometimes too brief, but to 
the point. The CPA candidate in that 
state will probably find that a knowl- 
edge of the principles stated will be suf- 
ficient for his purposes. Moreover, since 
the author has indicated the frequency 
with which questions have been re- 
peated, the candidate can determine 
which questions are “musts.” The case 
citations appear, however, to be en- 
tirely unnecessary. While they lend an 
air of authority to the answers it can 
hardly be expected that the candidates 
will investigate them ; nor will the busi- 
nessman, even if he knows where or 
how to find them. 

It is noted that answers are generally 
given unqualifiedly. In one case, how- 
ever, the author has designated an an- 
swer as a “Suggested Answer” indicat- 
ing some doubt in the matter (p. 18). 
If it was thought that the statute of 
frauds is not applicable the author 
should have so stated and shown why. 

It appears that several answers are 
inadequately set forth: Why is Sec. 19 
(2) of the Uniform Sales Act cited on 
a question relating to the transfer of 
title to goods to be manufactured, and 
why is delivery or tender of delivery an 
essential to the transfer of title to fu- 
ture goods? (p. 18). Also, does the 
signing of a promissory note by an au- 
thorized agent always subject the prin- 
cipal to liability on the note? W as it 
signed in a representative capacity ? dis- 
closing the principal ? (p. 23). The fact 
that some issues are deemed collateral 
to the primary issue should not bar their 
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discussion. 

The adequacy of the work for CPA 
candidates in jurisdictions such as New 
York is doubted. As has been stated 
the work comprises some eight topics. 
It appears that few or no questions have 
been presented in Wisconsin examina- 
tions on Taxation, Bailments, Surety- 
ship and Guaranty, Wills and Estates, 
Trusts, and Insurance. Examination of 
questions given in New York over a 
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like period reveals that these topics 
have been more substantially covered. 


ANDREW J. CoprpoLa 


The School of Business and Civic 
Administration, 
The City College of New York. 


Lasser’s Business Tax Guide, 

By J. K. Lasser. Simon AND 

Scuuster, New York, 1947. 288 

pages, $3.00. 

This book, the second edition of the 
Guide, is referred to popularly as the 
1948 edition. It is another work from 
the pen of the widely-known chairman 
of the Society’s Committee on Federal 
Taxation, who is also a member of the 
corresponding Committee of the Amer- 
ican Institute of Accountants, chairman 
of the New York University Institute 
on Federal Taxation, author of Your Jn- 
come Tax, editor of Handbook of Ac- 
counting Methods and editor of The Tax 
Clinic in The Journal of Accountancy. 

In the preface Mr. Lasser refers to 
the work as “a book designed as a 
practical guide, a check list and stimulus 
for businessmen—and those who advise 
business.” Although the title does not 
so indicate, the book is restricted, un- 
derstandably, to federal taxes. The vol- 
ume contains a Guide to Business Taxes 
on individuals, partnerships and corpo- 
rations (43 pages), a Guide to Business 
Operation Taxwise (223 pages) and a 
Detailed Index (7 three-column pages ), 
the latter containing some 1,500 refer- 
ences. For convenience in handling the 
current edition is bound in hard covers. 

Accountants will find convenient the 
table of cross-references to the Treas- 
ury Regulations. Throughout the work 
are arrows and circles, in heavy print, 
designating “guides to minimize your 
taxes in your everyday conduct of your 
business affairs.” The author advises 
readers to “Check back to these when 

. considering any step out of ordi- 
nary business routine.” 

The work is an interesting and useful 
compilation. In the reviewer’s opinion, 
however, the experienced accountant and 
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tax practitioner would have preferred 
less frequent use in the work of such 
terms as “tax alternatives,” “tax sav- 
ings,” “taxwise business alternatives” 
and “guides to minimize your taxes.” 
Leo RosENBLUM 


The School of Business and Civic 
Administration, 
The City College of New York. 


Montgomery’s Federal Taxes — Es-. 
tates, Trusts and Gifts (1947-48), 
by Robert H. Montgomery and 
James O. Wynn. THe RONALD 
Press Company, New York, 1947. 
xi+1050 pages. $10. 

This volume represents the current 
annual edition of this standard work, 
the contents of which are presented in 
the same pattern as heretofore. As 
usual, the reliability of the text has 
been maintained by reason of the inclu- 
the additions and revisions 
made necessary by current decisions 
and rulings, as well as_ statutory 
changes. Particular attention has been 
paid in this edition to the effect of T. 
1). 5567,—the Treasury Department's 
amended regulations for the application 
of the Clifford doctrine. 

The carefully planned typographical 
arrangement of the text makes for easy 
and ready identification of law, regula- 
tions, citations and commentary. The 
excellent plan of indexing and cross- 
referencing, adds immeasurably to the 
usefulness and value of the work. 

Once again, it is this reviewer's 
opinion that this book is an indispen- 
sable part of the library of all practi- 
tioners in the field of fiduciary taxation. 

ES. 


sion of 


Survey of New York Law 
(1946-1947) : Contained in the Octo- 
ber, 1947, issue ot the New York 


University LAw QuvuarRTERLY RE- 
view. (Volume XXII, Number 


Four). New York, N. Y.; pp. xliv 

+-432. Two dollars per issue; three 

dollars per year. 

This compilation represents a new 
type of professional service, undertaken 


erste 


by the faculty of the New York Uni- 
versity Law School. Patterned in style 
after the parent series, Annual Survey 
of American Law, this compendium is 
based upon New York statutes, deci- 
sions, and materials enacted or reported 
during the fiscal period from June 1, 
1946 to May 31, 1947. It should be of 
great assistance to persons interested 
in “Keeping up with the Law”. 
divided into four parts: 

Part One 


Ts : 
+c 
t is 


—Public Law: 
In General 
Part Two —Social, Business and 
Labor Regulation 
Part Three—Private Law 
Part Four —Adjective Law. 


Case Studies in Auditing Procedure: 
No. 4-—A Public Utility (32 pages) ; 
No. 5—A Corn Processing Company 
(64 pages) ; No. 6—-A Management 
Investment Company of the Open 
End Type (48 pages). 

Prepared by individual members of 
the Committee on Auditing Procedure 
of the American Institute of Account- 
ants to illustrate actual applications of 
auditing procedures. Single copy price 
—50 cents; 25 per cent discount for 
quantity orders of 25 or more copies; 
special price of twenty-five cents per 
copy to accounting students enrolled in 
recognized colleges or schools. ( Note: 
If delivery is to be made in New York 
City, add 2 percent for Sales Tax.) 


Tentative Statement of Auditing 

Standards 

(Their Generally Accepted Signifi- 
cance and Scope), A Special Report by 
the Committe on Auditing Procedure 
of the American Institute of Account- 
ants. New York, 1947. 43 pages, single 
copy price—50 cents; 25 percent dis- 
count for quantity orders of 25 or more 
copies ; special price of twenty-five cents 
per copy to accounting students enrolled 
in recognized colleges or schools. 
(Note: If delivery is to be made in 
New York City, add 2 percent for 
Sales Tax.) 
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with the 


pok to this versatile machine to deliver your accounting and 
word-writing production with accuracy and despatch. 

On the Flat Writing Surface, related forms, large and small, 
quickly clamped in place. No rolling, wrinkling, or curl- 
¢... always perfect registration ... to save you time and 
itt... to give you neater work. 

lightning-fast electric action gives positive impressions 
der gentlest, finger-tip touch. 

Payroll and Tax Accounting, Cost and Stock Records, Ac- 
ints Receivable and Payable, General and Appropriation 
ters, Analyses and Inventory Control. With jobs like 
re, and many others, it’s “Post Post haste” on the Elliott 
kher Accounting Machine. 

Call your Underwood office. Put this machine to work. Then 
ich your accounting and record-writing production hit a 
W high in speed, economy and efficiency. 


Underwood Corporation 


counting Machines . . . Typewriters . . . Adding Machines 
. Carbon Paper ... Ribbons and other Supplies 


be Park Avenue New York 16, N. Y. 
Merwood Limited, 135 Victoria St., Toronto 1, Canada 


Sales and Service Everywhere 
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ELLIOTT FISHER ACCOUNTING MACHINE 








Check these exclusive 
ELLIOTT FISHER features 


FLAT WRITING SURFACE .. . for 
quick alignment, insertion and re- 
moval of forms. 


ROLL CARBON PAPER... saves 
handling of carbon paper and as- 
sures clean, smudge-free copies. 


ELECTRIC KEY ACTION .. . de- 
signed and powered for speed; for 
typing and computing simultane- 
ously. 


ADJUSTABLE ELECTRIC STRIKING 
POWER... to produce uniformly 
legible results whether only one or 
many copies. 


1 TO 30 COLUMN TOTALS and 1 
or MORE CROSS-BALANCES as 
amounts are typed, they may be 
automatically added or directly 
subtracted in individual Column 
Registers and simultaneously cross- 
computed in one or more balances. 
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